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3. 
Introduction 
any factors have influenced the practice of 
accountancy in the United States in the past twenty years 
and will conyinue to exert their i nfluence on the pro-
fession in the future. 
These i nfluencing f actors may be divided into 
two major groups , namely; first, research and advisory 
bodies within the profession and, second, government 
agencies. 
Some of the more import ant organizations in the 
first group a re: American Institute of ccountants, a 
national organization of Certified Public Accountants; 
American Accounting Association, a national organization 
of teachers of accounting; Controllers Institute of 
America, a national organization of corporate controllers; 
Institute of Intern~l Auditors, a national organization 
of corporal internal auditors and the National As socia -
tion of Cost Accountants, a national organiz~tion of 
corporate cost accountants. 
Some of the more important government agencies 
a re: Bureau of Internal Revenue ; Federal Trade Commission; 
Interstate Commerce Co~nission and the Securities and 
Exchange Commission . 
The purpose of this thesis is to study the 
influence of the Securities and Exchange Commission on 
4. 
the practice of accountancy by first, an analysis of the 
authority to exert this influence as evidenced by the 
Acts of 1933 and 1934, the Public Utilities Holding Company 
Act of 1935 and the Investment Company Act of 1940. 
Secondly, an analysis of the influence actually exerted 
by the Commission under these Acts, and finally, a critic al 
analysis of the effect of these influences and the relation 
of these government agencies to the professional organi-
zations. 
A nun1ber of short articles have been written 
discussing the policies of the Commission in its relation 
to the accounting profession. These articles have usually 
taken one specific act of the comr~ission and either sup-
ported or refuted it. 
The influence of all these organizations supposed-
ly has been directed toward better accounting for management, 
Jtockholders and prospective investers. From my research, 
I hope to develop sufficient information from which to de-
termine whether the Commission is fulfilling its purpose 
and whether or not its influence has been benefical to the 
advancement of the purposes of accounting. 
5. 
Chapter I 
CCOUNTING ASPECTS OF' I NVESTMENT REGULATION LEGISLATION 
The Securities Act of 1933 was enacted by the 
Senate and House of Representatives of the United States 
of America in the 73d Congress assembled. 
Among other things, this Act had certain pro-
visions relating to the ~ccounting procedures and reports 
of the Comp~nies under the jurisdiction of the Commission. 
These provisions provide the authority of the Commission 
to control these companies from an accounting viewpoint. 
Following are quotes from this Act which show 
the source of this authority: 
Section 19 (A} says in part: 
"Among other things the 06mmission shall h ave 
authority, for the purpose of this title, to prescribe 
the form or forms in which required information shall be 
set forth, the items or details to be shown in the balance 
sheet and earnings statement, and the methods to be follow-
ed in the preparation of the accounts, in the appraisal or 
valua tion of assets and liabilities, in the determination 
of depreciation or depletion, in the differentia tion of 
recurring and nonrecurring income, in the differentiation 
of investment and operating income, and in the preparation, 
where the Commission deems it necessary or desirable, of 
consolidated ba lance sheets or income accounts of any per-
son directly or indirectly controlling or controlled by 
the issuer, or any person under direct or indirect common 
control with the issuer; -------" -!:-
Schedule A (25) requires a balance sheet as of 
a date not more than ninety d ays prior to the date of 
filing of the registration statement prepared in the manner 
-i~ 50 PP. 1'7 
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prescribed by the Connnission and s ays: 
"If such statement be not certified by an independent 
public or certified accountant, in addition to the balance 
sheet required to be submitted under this schedule, a 
similar detailed balance sheet of the assets and liabili-
ties of the issuer, certified by an independent public or 
certified accountant of a date not more than one year 
prior to the filing of the registration statement, shall 
be submitted". * 
Schedule A, section 26 makes a similar state-
ment regarding income and expense statements. ~~} 
Section 11 of the Act deals with civil liabili-
ties on account of false registration statements and says 
in part: 
11 In case any part of the registration statement, 
when such part became effective, contained an untrue 
statement of a material fact or omitted to state a material 
fact required to be stated therein or necessary to make the 
statements therein not misle ading, any person acquiring 
such security (unless it is proved that at the time of such 
acquisition he knew of such untruth or omission) may, 
either at law or in equity, in any court of competent juris-
diction, sue --
( 4 ) Every accountant, engineer, or appraiser, or 
any person whose profession gives him authority to make a 
statement, who has with his consent been named as having 
prepared or certified any part of the registration state-
ments, or as having prepared or certified any report or 
valuation which is used in connection with the registration 
statement, with respect to the statement in such registra-
tion statement, report or valuation, which purports to have 
been prepared or certified by him. 11 -;*.~ 
The above quotes show the authority granted to 
~r 50 Pl:'. 2 3&24 
-:.--~- 50 pp . 24 
-:HBI- 50 pp 12 
7. 
exercise control over accounting practice and reporting 
and the Comraission referred to in the Act was the 
Federal Trade Commission and this body was given the 
power to enforce the provisions of the Act. However, 
the Securities and Exchange Act of 1934, as we will see, 
set up a separate Commission to administer both Acts. 
The Securities and Exchange Act of 1934 was 
enacted by the Senate and House of Representatives of 
the United States in the '7 3d Congress assembled. 
Following are quotes from this Act showing 
the authority granted the Commission to regulate . the 
v arious phases of accounting practice. 
Section 12 (b) states that before securities 
may be listed on national security exchange a regis-
tra tion statement must be filed with the commission. 
This section enumerates the items that must be included 
in the above mentioned registration statement. Among 
the v arious requirements are the following: 
11 (1) balance sheets for not more than the 
three preceding fisc al years, certified if required by 
the rules and regulations of the Commission by independent 
public accountants; and 
(J) profit and loss statements for not more 
than the th~ e preceding fiscal years, certified if 
required by t he rules and regula tions of the Commission 
by independ~nt public accountants; and 
(K) any further fin ancial statements which the 
Commission may deem necessary or appropriate for the 
8. 
protection of investors." * 
In reference to periodical and other reports 
required by the Commission, Section 13 of the Act 
specifies: 
"Such annual reports, certified if required by 
t he rules and regulations of the Commission by independ-
ent public accountants, and such quarterly reports, as 
the Commission may prescribe.n ** 
Section 13(b) of the Securities Exchange Act 
of 1934 repeats the authority given in Section 19( a) of 
the Securities Act of 1933 in detail. *** 
In reference to accoa~ts and records, reports, 
examination of exchanges, members and other the Act in 
Section 17 says: 
"Every national security exchange, every member 
t hereof, every broker or dealer who transacts a business 
in securities through the medium of any such member, 
every registered securities association and overy broker 
or de aler registered pursuant to Section 15 of this title, 
shall make, keep, and preserve for such periods, such 
accounts, correspondence, memoranda, papers, books and 
other records, and make such reports, as the Commission 
by its rules and regulations may prescribe as necessary 
or appropriate in the public interest or for the protect-
ion of investors. Such accounts, correspondence, memo-
randa, paper, books and other records shall be subject a t 
any time or from time to time to such reasonable periodic, 
special or other examinations by examiners or other 
-:<- 51 pp 13-14 
*-~~ 51 pp 17-18 
*"'~ 51 pp 18 
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represent atives of the Co:rr.mission as the Commission may 
deem necessary or appropriate in the public interest or 
for the protection of investors. 11 -~ 
Section 18( a ) of this Act reiterates the lia -
bility of persons preparing statemebts used in the 
registration st atement when such statements are fp~se or 
misleading as to a material f act. ~-. .... "" This liability is 
quoted a bove from Section 11 of the Securities Act of 
1933. 
The machinery set up to admi nister the pro-
visions of the Security and Exchange Act of 1934 is 
provided for in Sections 4 (a) end {b) of the Act. * <!HI-
It provides for a five man Commission to be appointed 
by the President with the advice and consent of the 
Senate. These commissioners are full time employees of 
the government and are forbidden to engage in any other 
business while serving on the Commission. The appoint-
ment is for a five year period. This Commission is 
10 . 
authorized to appoint and set the salary of such off ic ers, 
a ttorney, examiners and other experts as may be needed to 
carry out the provisions of t h is Act • 
• ;r. 51 pp 30 
** 51 PP 30 
•'*** 51 pp 5 
Among the "other experts 11 employed by the 
Commission is the accounting department made up of a 
chief accountant, wh0 is the chief adviser to the Com-
mission on accounting matters, an assistant chief ac-
countant with a small staff prtmarily to study current 
problems and draft rules and opinioms. Also there are 
three other assistant chief accountants, each of whom is 
assigned to and responsible for examination of financial 
statements and other accounting work of the three oper-
ating divisions of the Cormnission, namely, Division of 
Corporate Finance, Public Utilities and Trading and 
Exchanges . Based on its work the accounting department 
of the Commission has issued a number of rules, findings 
and opinions called nAccounting Series Releases" which 
will be'discussed in more detail later in this paper. In 
addition this department has issued Regulation S-X which 
is a description of procedures to be followed in pre-
paration of statements to be presented to the co~~ission. 
This regulation has had a definite influence on accounting 
repo Pts which will be fully discussed later. 
The General Rules and Re gulations under the 
Securities Exchange Act of 1934 in Rule X-13 A-1 re-
quires all companies having securities listed and regis-
tered on a national exchange to file an annual report for 
each fiscal year after the last full year for which 
financial statements were filed in its application 
J1. 
f'or registration."ii- Such reports must be filed with the 
Cow~ission within one hundred and twenty days of the 
close of the fiscal year. 
In Schedule 14A of the General Rules and 
Regulations under the Securities ~xchange Act of 1934, 
item eight specifies that if any action is to be taken 
regarding the recommendation or choice of auditors, the 
proposed auditors must be named in the proxy.** 
Regulation X-15Dl and D2 requires that finan-
cial statements contained in reports of registrations 
under the Security ct of 1933 be certified.·:<-->~·:t-
Rule X-l?A-2 and Rule X-1'7A-3 describes in 
detail the records that must be maintained by members 
of national security exchanges, broker or dealers who 
transact business through members and brokers or dealers 
reg istered pursuant to Section 15 of the Securities 
Mxchange Act of 1934.-:HHHI-
The Public Utility Holding Company Act of 
1935 wa s enacted by the Senate and House of Representa-
·:<- 52 P:t' 57 
* ·X· 52 pp 75 
.!.f--A* 52 p .1:' 94-95 
*~~* 52 pp 110-111 
tives of the United St ates of America in the 74th 
Congress assembled. It applies to public utility holding 
companies and their subsidiaries involved in interstate 
commerce. 
Among the reasons given in Section 1 for the 
necessity for control of holding companies is that in-
vestors cannot obtain the information necessary to 
appraise the financial position or earning power of the 
companies because of l ack of a uniform system of accounts. 
Section 5( a ) of this act requires registration 
of the companies under the jurisdiction of this act and 
among other things required in the registration state-
ment are certified balance sheets, and profit and loss 
statements for not more than five years preceding the 
reg istration.* 
Section 14 requires the filing with the 
Commission such annual reports as required and such reports 
shall be certified by independent public accountants. ·lH~ 
Section 15 requires every holding company, every 
subsidiary thereof, every affiliate company, every mutual 
service company and affiliate thereof and every person 
* 53 PP 12 
~..} 53 pp 28 
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whose principal business is the performance of service, 
sales or construction contracts for public utility or 
holding companies to make, keep and preserve, for such 
periods, such accounts, cost accounting procedures, 
books, correspondence and other records as the Commission 
may deem necessary or appropriate in the public interest 
or for the protection of investors. 
Section 15 (e) says: 
"After the Commission has prescribed the form 
and manner of making and keeping accounts, cost ac-
counting procedures, correspondence, memoranda, papers, 
books and other records to be kept by any person here-
under, it shall be unlawful for any such person to keep 
any accounts, cost accounting procedures, correspondence, 
memoranda, papers, books, or other records other than 
those prescribed, or such as may be approved by the 
Cooonission, or to keep his or its accounts, cost account-
ing procedures, correspondence, memoranda, papers, books, 
or other records in any manner other than that prescribed 
or approved by the Commission."* 
The same section requires that the above men-
tioned records shall be subject at any time and from time 
to time to such reasonable periodic, special and other 
examinations by the Commis s ion or its agents. 
Section 16 provides for the same liability for 
false or misleading statements as does Section 18 of the 
Securities ~xchange Act of 1934. 
'* 53 PP 29 
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In the General Rules and Re gulations under the 
Public Utility Holding Company Act of 1935, Rule U-~6 
prescribes the finifor.m System of Accounts for Public 
Utility Holding Companies and requires that no company 
subject to the Act shall keep any other or different 
accounts with respect to any subject matter covered by 
the Uniform System and further provides that no regis-
tered holding company or subsidiary company thereof shall 
distribute to its security holders, or publish, financial 
statements which are inconststent with the book accounts 
of such company or the financial statements filed with 
this Commission by, or on behalf of such company. This 
does not prevent the distribution of reasonable conden-
sations of statements. This uniform system of accounts 
will be discussed later in this paper.* 
The Securities and Exchange Commission was 
authorized to administer this Act. 
The Investment Company Act of 1940 was enacted 
by t he Senate and House of Representatives of the United 
States of America in the 76th Congress assembled. 
* 54 pp 205-6 
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Section three defines an investment company a s: 
(a) one whose primary business is investing, reinvesting 
or trading in securities; (b) engages or proposes to 
engage in issuing face amount certificate of the install-
ment type.* 
Section thirty requires all registered invest-
ment companies to file annually with the Commission such 
information, documents and reports as investment companies 
having securities registered on a national security ex-
change are required to file annually with Section 13(a) 
of t h e Securities and Exchange Act of 1934. 
Section thirty (d) requires every registered 
investment company to give its stockholders at least 
semi-annual reports containing financial statements and 
other data and such financial statements must be certi-
fied by indenpendent public accountants. The certificate 
must state that securities owned were verified by actual 
count or receipt from the custodian.** 
Section thirty-one requires the maintenance and 
preservation of such accounts, books and documents as 
constitute the records forming the basis for financial 
statements required in Section thirty. It also provides 
that these account books and records are subject to 
* 55 pp 10-11 
·:H~- 55 pp 5 3-54 
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review by the Commission and gives the Cownission the 
power to issue rules and regulations providing for a 
reasonable degree of uniformity of accounting principles 
to be followed by registered investment companies. * 
Section thirty-two provides the following in 
respect to the selection of accountants and auditors: 
(1) "Such accountants shall have been selected 
at a meeting held within thirty days before or after the 
beginning of the fiscal year or before the annual meeting 
of stockholders in that year by a majority of those mem-
bers of the board of directors who are not investment 
advisors of, or affiliated persons of an investment 
advisor of, or officers or employees of such registered 
company; 
(2) Such section shall have been submitted for 
r atific ation or rejection at the next succeed!~ annual 
meeting of stockholders if such meeting be held, except 
tha t any vacancy occurring between annual meetings due 
to death or resignation of the accountant, may be filled 
by the board of directors; 
(3) The employment of such accountant shall 
have been conditioned upon the right of the company by 
vote of a majority of the outstanding voting securities 
at any meeting called for the purpose to terminate such 
employment forthwith without any penalty; and 
(4) Such certificate or report of such account-
ant shall be addressed both to the board of directors of 
such registered company and to the security holders 
thereof. tt~Hl-
'rhis section also requires the account ants and 
auditors to keep reports, work sheets and other papers 
or documents related to the audit for such a period as 
* 55 pp 55 
** 55 pp 55-57 
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prescribed by the Connnission and to make s ame available 
to t he Commission for inspection if desired. 
In the General Rules and Regulations Under The 
Investment Company Act of 1940 rule N30A describes t he 
f or.ms to be filed, and rule N31A describes the records 
to be maintained and preserved.* 
1~e Securities and Exchange Commission was 
authorized to administer this Act. 
The foregoing represents the authority g r anted 
the Commission to control and influence accounting 
practices. The use the Commission has made of this 
authority and its i nfluence on t he various aspects of 
accounting will be discussed in succeeding chapters. 
* 56 pp 24 pp 29 
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Chapter II 
I NFLUENCE OF I NVESTMEN'I' REGULAT ION LEGISL AT ION 
ON CORPO.RATE ACCOUNTING 
The conunittee on accounting procedure of the 
knerican Institute of Accountants was organized in Septem-
ber, 1938. The purpose behind the organiza tion of this 
committee was based on the belief that it was necessary 
for the accounting profession to t ake steps to reduce the 
areas of difference in accounting practices used by bus-
iness. The need for reducing the range of choices in 
accounting procedures had become obvious from the wealth 
of information disclosed by companies filing with the 
Securities and Exchange Commission. 
The profession recognized that unless it took 
the necessary steps to bring a reduction in the differ-
ence of opinion a s to accounting procedures, some other 
method of reducing them would be devised, such a s a gov-
ernment al agency. Actually at the time the profession 
came to this obvious conclusion, the Securities and 
Exchange Commission had the power to regulate the pro-
fession in regard to t he companies affected by it. How~ 
ever the Commi ssion had not attempted to fulfill this 
function and the awakening on t h e part of t he profession 
was not too l ate. 
The Committee has done a good job and concen-
19. 
-trated on those areas which have been of greatest sig-
nificance in practical application at the time. The 
subject matter discussed and reported upon comes from 
many sources . Members of the committee, research depart-
ment and other cownittees of the Institute, New York 
Stock Exchange and the Securities and Exchange Cowaission 
have all r aised issues that have been reviewed and reported 
upon by the committee. For purposes of this report, we 
will limit our discussion to those points raised by the 
Commission and see what the profession has done about 
them and how generally the membership of the profession 
has adopted the changes or limitations in procedure. 
In Accounting Series Release No. one the 
Commission issued a statement regarding the treatment of 
los s es arising from the revaluation of asse ts.-11- This was 
issued as of April 1, 193'7 and said that capital surplus 
should not be reduced by losses which, if currently 
recognized, should have been charged to income and that 
losses on revaluation of assets would come under that 
category and therefore such losses should be charged 
against earned surplus. 
Ac counting Seri es Re lease No. five, dated May 
lO, 1 938 , deals with dividends on a corporation's own 
* 5'7 p p 2 
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stock held in a sinking ~und. It states tha t such div-
idends, under no conditions, should be shown as income 
by the corpora tion.* 
Accounting Series Release No. six, dated May 10, 
1938, states that an excess received from the sale of 
treasury stock by a corporation should be treated as 
capital stock or capital surplus as the circumstances re-
quire.** 
Accounting Series Release No. eight, dated May 
20 , 1938 de als with surplus arising out of appraisal o~ 
fixed assets . The Commission required the registrant to 
restate its accounts and remove the surplus from the 
books. This was an industrial company still in its pro-
motional stages. It required the fixed a ssets be sta ted 
at cost.*** 
Accounting Series Rele ase No. ten, dated 
December 23, 1938, in reference to unamortized bond dis-
count and expense applicable to bonds retired prior to 
maturity with proceeds of a sale of stock, states that 
such discount and expense should be charged to earnings 
* 57 pp 6 
** 57 PP 6-7 
*** 57 pp 13-14 
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br earned surplus in the accoun~ing period in which the 
retirement occurred. It goes on to say that if the bonds 
were refunded it may be permissable to retain such dis-
count ~nd expense on the books to be amortized over the 
remaining life of the original issue.~~ 
Accounting Series Release No. forty-five, 
dated June 21, 1943, refers to treatment of premiums on 
the redemption of preferred stock and states that, if 
there is a capital surplus on the books that arose out 
of the sale of these shares of stock, such premium on 
redemption may be charged to that capital surplus ac-
count only to the extent that the retired shares con-
tributed to the capital surplus. Any excess premium on 
redemption must be charged to earned surplus•** 
AccoQnting Series Release No. fifty, dates 
Janua ry 20, 1945, refers to the matter of writing down 
goodwill by charges to capital surplus. The Cormnission 
states that, if such intangible assets not subject to 
rusortization, such ae goodwill, are or were to become 
worthless , they should be written off through timely 
charges to income but in no event would it be sound 
accounting practice to write them off against surplus.**~} 
This reiterates the opinion expressed by the Commission 
* 57 pp 15 
** 57 ~p 110-112 
*** 57 ~p 123 
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"In the Matter of Associated Gas and Electric Co." 
(11 Sec . 1025) 
Accounting Series Release No. fifty-three d a ted 
November 16, 1945, has to do with the Commission's 
opinion of "Charges in Lieu of Income Taxes" and "Pro-
vision for Income Taxes" in the profit and loss state-
ment. In this release it attacks the practice on the 
part of some accountants of charging to income, not only 
the income taxes expected to be paid by the Company but 
also with an additional sum equal to the reduction in 
taxes brought about by unusual circumstances in a 
particular year. These unusual circumstances are gener-
ally brought about by differences in accounting treat-
ment of certain items for tax purposes and financial 
purposes. The Commission statement said that "Provision 
for Income Tax" should reflect only the actual expense 
for taxes for the period covered by the statement. It 
also stated that the title "Charges in Lieu of Income 
Taxes" is not an acceptable title for use in financial 
statements in registration statements. This is particu-
larly true in cases of public utility companies whose 
income tax is treated as an operating expense • .;·H;. 
Accounting Series Release, No. seventy-three, 
-;} 57 pp 123 
*-~ 57 PP 127-158 
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dated October 30 , 1952 , dealt with the Thomascolor 
c ase on the matter of intangible assets, namely, p atents 
and license agre ement. +n a merger or consolidation 
stock was sold and later donated back to the parent com-
pany . However the value had been included in the patent 
accoun t and actually should have been treated as dis-
count on stock. In its discussion the Commission quoted 
its ruling in the Unity Gold Corporation (1 S . E.C. 2 5, 
1934) where it stated specifically that donated stock 
should not be reflected in the as set accounts, particu-
larly property ac counts, tangible or intangible. In 
rega rd to the !!License Agreement" the value at which it 
was carried on the books was based on the stock issued , 
therefore, but the Cownission held that a large block of 
the stock was ilpromotional stock" , (stock given in return 
for p romotional services), and as such should be shown in 
t he balance sheet as 11 Promotional Services" and not as an 
intangible asset such as licenses.* 
In its fourteenth annual report {1948 ) the 
Corunission recorr~ended the transfer of balances in gen-
eral contingency reserves , (after they have served the 
purpose for which they were established), to earned sur-
plus.~:·-:!-
-:t- 57 Rel #73 
** 58 PP 105-112 
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In the thirteenth annual report, (194?), the 
Commission recommended that creation of reserves for 
future inventory price declines be charged to earned 
surplus. It also commented on the problem of deprecia-
tion as a replacement cost, rather than an amortization 
of historical cost, but did nor; make any recommendation.~­
In the fifteenth annual report, (1949), the 
Commission refers to the problems of replacement depre-
ciation but in all cases before it on this point it took 
exception to the presentation and required depreciation 
to be shown on a conventional cost basis. It also dis-
cusses the problem of long-term leases that became pop-
ular after the war. This involves construction of a 
buildings and its immediate sale to a second party ac-
companied by a long term lease-back to the seller, usually 
with renewal options. The contracts of such transactions 
may differ but the Commission requires adequate disclo-
sure of all facts in "Supplementary Profit and Loss 
Information 11 .·lH!· 
In its sixteenth report, (1950), the Commission 
comments further on the long term lease and specifies that 
* 58 pp 148-154 
.;~ 58 pp 172-178 
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whe re the transaction is such that it is in swbstance 
a purchase of property, the transaction must, despite the 
lease form, be accounted for as a purchase. In this re-
port it also commented on the problem of accounting 
treatment of pension plans and required that all poten-
tial liabilities under the plan be shown in the regis-
tration or proxy statements. It requires that balance 
sheets should be accompanied by: "(a) a brief descrip-
tion of the essential provisions of a pension plan; 
(b) an indication of the estimated annual cost of the 
plan; and (c) if the plan is not funded or otherwise pro-
vided for, a disclosure of the estimated amount that 
would be necessary to accomplish this". ·:(' 
In its eighteenth annual report, (1952 ), the 
Commis s ion reiterated its position on depreciation sta-
ting it would accept only depreciation on historical 
costs .-~~A-
In the report on its hearings on "Associated 
Gas and Electric Company Common Stock", $1 Par Value, and 
11 Class A Stock, $1 Par Value", released August 5, 1942 , 
many of the points mentioned above were brought out in 
the keeping of the records and presentation of the state-
ments of that Company. The result was that t he stock was 
withdrawn from the exchanges by order of the Commission.-i"** 
·);- 58 pp 153-156 
** 58 PP 180-82 
-~-ll-* 59 pp 1-105 
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The fore c;otng shovvs the points in accoun.ting 
proc edure brought to t h e attention of the profession by 
the Securities and Exchange Commis s ion. Now, what has 
the profession , through its committee on accounting pro-
cedure done about these recommendations? Before we see 
what this co~~ittee has done in regard to these matters 
it must be pointed out that the decisions of this com-
mittee are not binding on independent accountants by any 
rule of public law or professional discipline, unless, 
as to the latter, adopt ion by the Institute membership 
has been asked and obtained. As yet, no bulletin of 
the committee has be en so adopted. On the other hand, 
the Securi t ies and Exchange Commission, pursuing its 
policy on not issuing accounting rules, has generally 
follo wed the practice of recognizing the bulletins of 
the committee and requiring compliance with them in fin-
ancial statements filed with it. 
In 1ts fifteen years of existence the Committee 
' is sued forty-three bulletins of which the first forty-
two were individual phamphlets de aling with specific 
phases or p robl ems. Late in 1953 , it issued bulletin 
number forty-three which ,Nas a rr Restatement and Revis-
ion of Accounting Res earch Bulletinsn. 
Accounting Series Relea se No. one referred to 
losses being charged to capital surplus. In 1 934 the 
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membership of the Americ an Institute adopted the follow-
ing rule: 
"Capital surplus, however created, should not 
be used to relieve the income account of the current or 
future years of cha r g es which would otherwise f all to be 
made there against."·;} 
Theref ore, as is evident, the comment of the 
Commission was merely a reitera tion of a position taken 
by the profession itself three years before. 
In 1938, the predecessor of the present com-
mittee issued a statement regarding the accounting treat-
ment of profit or losses on treasury stock. This state-
ment was in answer to t h e following question presented 
to the Institute by the New York Stock Exchange during 
1937: 
*Should the difference between the purcha se 
and resale price of a corporat ion's own common stock be 
reflected in e ~rned surplus (either directly or through 
inclusion in t h e income account) or should such differ-
ence be reflected in the c apital surplus".·it-.;c-
The answer of the Committee was that this 
difference between purche.s e and sales price of such 
transactions should be reflected in capital surplus. 
This would appl y in all cases where the difference rep-
resented a prof it on the sale but in the case where the 
difference represents a loss, it may be cha rged to 
~- 1 2 pp ll 
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capital surplus only to t he extent that such capital 
surplus on that class of stock exists and any excess 
loss must be charged to earned surplus. This answer was 
presented to the Stock Exchange and the Institute mem-
bership in 1938, the same time that the Commission issued 
Accounting Release No. six on this subject which says the 
same as the above. 
Another rule adopted by the Institute in 1934 
stated: 
"While it is perhaps in some circumstances per-
missable to show stock of a corporation held in its own 
treasury a s an asset, if adequately disclosed, the divi-
dends on stock so held should not be treated as a credit 
to the income account of the company 11 .it-
Accounting Series Release No. five reiterate s 
the above statement and applies it to stock held in a 
sinking fund of the corporation. 
The Con~ission in Regulation S-X{~* requires 
that fixed assets be shown in the statements at the ac-
cepted basis of cost which is in agreement with its 
accounting series release No. eight. This approach was 
urged by the Commission rather than the use of appraisals 
to reflect current values of fixed assets and, although 
repeated pressure has be en brought to bear on it, the 
Commission reiterated its position of requiring statements 
-ll-12 pp 12 
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filed with it to adhere to the historical cost concept, 
While, in general, the accounting profession 
is in accordance with the above principle many account-
ants have allowed or even recommended that companies 
record appraisal increases of fixed assets in the ac-
counts. However, where such a procedure is followed, 
the accountant requires that the appraisal increase be 
set up in a separate asset account and the offsetting 
credit in an appropriately identified surplus account. 
While the Institute through its Committee on accounting 
procedure has not commented directly on this matter, it 
has shown its awareness of the procedure by commenting 
on the depreciation problem created by such a practice. 
Accounting texts have described in detail how such ap-
praisal should be recorded on the books and how the de-
preciation should be handled. 
We have seen that the Commission commented on 
depreciation on replacement costs in its annual reports 
and adhered to the historical cost basis and deprecia-
tiom on cost only to be allowed in the profit and loss 
statement. The accounting texts show two alternatives 
for handling depreciation under the conditions, one, de-
preciation on cost, and the other, depreciation on ap-
praisal value with an offsetting transfer from apprai-
sal surplus to earned surplus for the depreciation on 
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on appraisal increase in the asset. However the texts 
advocate the recording of depreciation on cost only.~:-
The Institute, in a bulletin issued in April 1940, stated 
that, where an appraisal had been recorded, depreciation 
should be based on historical cost in the profit and 
loss statement. However, many accountants and corpo-
rate reports show depreciation on replacement value or 
appraisal value regardless of the statements of the In-
stitute or the Securities and Exchange Commission. 
On the matter of unamortized bond discount and 
expense on bond s retired before maturity, discussed in 
accounting series release No. ten, the Institute com-
mittee issued a bulletin in September 1939. This bul-
letin was supplemented by a later bulletin, dated 
December, 1942. Historically the accepted procedure was 
to charge bond discounts directly to surplus at the date 
of issue. Present day treatment of any unamortized dis-
count and expense on a bond issued refunded before ma-
turity allows three alternatives: 
(1) A direct write-off to income or earned sur-
plus. 
(2) Amortization over the remainder of the 
original life of the issue retired, or 
(3) Amortization over the life of the new issue. 
-li- 1 pp 306 
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Anyone of the three above treatments is 
acceptable from an accounting standpoint but the second 
method is the preferable method in the eyes of the Com-
mittee and the accounting profession in general. 
However, through a Supreme Court decision the third met-
hod (the least acceptable to the accounting profession 
in general), is the acceptable method for income tax 
purposes. In fact the Committee states that this method 
should not be accepted as good accounting practice. In 
the same bulletin the Committee reiterates the opiniom 
of the Commission regarding unamortized discount and 
expense on bonds retired before maturity by other than 
a refunding operation. Namely, that when bonds are thus 
retired, any unamortized expense should be written off 
a t the date of such retirement by a charge against in-
come. 
On the procedure involved in the retirement of 
preferred stock at a premium the findings of the Commiss-
ion, in Accounting Series Release No. forty-five was 
merely a confirmation on the part of that body of a prin-
cipal established by the profession in answer to an in-
quiry of the New York Stock Exchange in 1938. That is, 
that such premiums may be charged to capital surplus only, . 
to the extent tha t such surplus exists for that class of 
stock and then on a per share basis only. Any excess 
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premium on retirement must be charged to e arned surplus. 
Regarding the writing off of goodwill or other 
intangibles which don't have a fixed determinable life 
discussed in release No. fifty, dated January 1945, the 
Committee issued a bulletin in December of 1944. In 
this bulletin it stated that when a corporation feels an 
intangible of this type may not continue to have value 
for the entire life of the enterprise, it may amortize 
the cost of such asset by systematic charges against 
income. However such amortization is within the discre-
tion of the company and is not compulsory but such a-
mortization should be approved by the board of directors 
or stockholders or both. The Committee goes on and says 
that under no circumstances should the write off of the 
intangible be charged to earned surplus. 
Release No. seventy-three dated October 1952, 
also gave an opinion of the Commission in regard to an-
other phase of the intangible assets of a corporation. 
This opinion dealt with t h e valuation of such assets for 
book purposes when they were paid for by an issue of 
stock, some of which was dona.ted back to the Company in 
a relatively short period, The Institute covers this in 
two separate rulings by the Committee. The first of 
these was issued in the above mentioned bulletin dated 
December 1944 , as follows: 
"The i n itial amount ass igned to all types of 
intangi bles should b e cost, in accordance wi th the gen-
erally accepted accounting principle tha t as sets should 
be stated at cost when they are acquired . In the case 
of non-c a sh ac quisitions, a s for example, where intan-
g ibles are acquired in exchange for securities , cost 
may be considered as being either the fair value of the 
considArat ion g ive n or the fair value of the property 
or right acquired, whicheve r is the more clearly evi -
dent11 ·* 
The other rule covering this point was adopt ed 
by the · membership of the Institute of 1934 ~~dis as 
follows: 
11 If cap it a l is issued nomin ally for the 
acquisition of p roperty and it appears at t he same time, 
and pursuant to a previous a g reement or understanding , 
some pontion of the stock so i ssued is d onated to the 
c orporation , j_ t is not pe r mis sable to treat the par 
value of the stock nomina lly issued for the property as 
the c ost of that property. If the stock is donated , it 
is not permissable to treat the proceeds as a credit to 
surplus of the corporation" .-:Ht-
The above rules would cover the case, consid -
ered by the Commission, o f stock paid for patents and 
license agreements of which a portion was later d onated 
to the Company. 
I n the Release No. fifty- three the Commission 
gave an opinion on the matter of provision for income 
taxes or " Charges in Lieu of Income Taxesn in a c ase 
where the profit and loss charge was in excess of t he 
actual tax to be paid d u e to differences in accounting 
·:~- 1 2 PP 38 
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treatment of certain items for tax purposes and sta te-
ment purposes. 
The best example of this situation is where 
a company gets a "certificate of necessity" for emer-
gency facilities. This certificate allows the company 
to amortize the cost of such asset over a five year 
period for income tax purp oses. However, generally 
accepted accounting principles state that fixed assets 
should be depreciated over the useful productive life 
of that as s et and, where the diffe rence between the 
five years allowed for tax ~urposes and useful life is 
material, the accounting p rinciple should be followed 
for book and sta tement purposes . So we have a situa-
tion where t h e provisions for income tax as shovm by 
the p rofit and loss statement is based on a net income 
considerably less than the net income shown by the same 
profit and loss statement due to thi s difference in de-
preciation . The Commission ruled that in statements 
presented to it that the p rovision for income tax 
should reflect only actual tax and the so called tax 
savings due to allowable excess depreciation not be 
shov~ anywhere in the statement. 
Unlik e its reaction to prior opinions of the 
Commission the accounting profession, through its Com-
mittee on Ac c ounting Procedures , takes e xception to the 
Commission on this point, and, in a bulletin issued in 
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December of 1944 and restated in the "Restatement and 
Revision of Accounting Research Bulletinstt issued in 1953, 
states that it feels that the provisions for income tax 
as shown in the profit and loss statement under the above 
conditions, should reflect what the tax would have been 
if the Company did not have a "Certificate of Necessity" 
and depreciated the asset over its useful life for tax 
purposes as well as for book purposes. The Committee 
would credit the difference between the actual tax lia-
bility and the provision as shown by the profit and lo s s 
statement to a deferred income tax account. This account 
would be used after the first five years of the asset to 
reduce the "provision for income tax 11 item in the profit 
and loss statement for the remaining life of the asset. 
'rhus the profit and loss statements over the life of this 
special asset would reflect the provision for income 
taxes on the basis of depreciation over a normal useful 
life, rather than have the provision unusually low for 
the first five years and then abnormally high for the re-
maining life of the asset in question. As in the case of 
ohe fixed asset appraisals the Cownission has stuck to 
its ground and requires the actua l tax treatment in 
statements presented to it. 
On the subject of "Contingency Reserve" cover-
ed in the Commission's fourteenth annual report (1948) 
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the Committee issued a bulletinin July 1947 . The 
Commission stated that such reserves should be created 
by a charge to earned surplus and during the life of 
the reserve, charges, to it for items of the general 
nature for which it was established and upon completion 
of its purpose the transfer of any balance back to 
earned surplus. The Institute i n its bulletin goes one 
step further and says that if a general contingency re-
serve is set up it should: 
"(a) be created by a segregation or appropr-
iation of surplus, 
"{b) no costs or losses should be charged to 
it and no part of it should be transferred to income or 
in any way used to affect the determination of net in-
come for anyb1ear, 
. (c) it should be restored to earned surplus 
directly when such a reserve or any part thereof is no 
longer considered neceaaary, and 
(d) it should preferably be classified in 
the balance sheet as a part of the shareholders' equity. t1.:1-
From the above it is evident that the Insti-
tute committee does not want any costs or losses used to 
reduce this reserve but such costs or losses should ap-
pe a r in the profit and loss statement in the period in 
which they actually occur. In this respect they ~iffer 
from the Commission who would allow such charges to the 
reserve. The foregoing also applies to the "Reserves 
for future inventory price declines" mentioned in the 
* 12 P:t> 43 
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fourteenth annual report of the Commission. 
The sixteenth annual report of (1950) the 
Commission brought up the matter of' when is a long-term 
lease in ef'fect not a lease and also the accounting 
problems created by the nu~ber of pension plans spring-
ing into being. The Institute committee covered these 
points in two separate bulletins. In regard to the 
long-term lease it issued a bulletin in October 1949. 
In this bulletin the Co~~ittee takes the position of' 
requiring adequate disclosure of the amount of annual 
rental, period of time covered and any other important 
obligations assumed not only in the year in which the 
lease is made but in all years t he lease is in exis-
tence. It states further that it is the accountant's 
function to study the lease agreement carefully and if' 
it is evident that the agreement is really an install-
ment purchase of the property, such property and re-
lated obligat ions should be shown in the statements of 
the Company even though i t does not h ave legal title 
to said property . 
The bulletin on pension plan accounting was 
issued by the Institute in November 1948 and stated 
that all liabillties in regard the pension should be 
set up in the accounts with resulting charges to the 
income accounts. 1rhe Commission comment in the six-
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teenth annual report concurred with the bulletin. 
The foregoing represents the activity of the 
Commission in regard to the recording function in cor-
porate accounting based on its authority under the two 
Security acts. In addition the Commission administers 
two other acts that affect accounting practice in cer-
tain public utility and investment comp anies . 
'I'he "Public Utility Holding Conpany Act of 
l935rr gives the Commission jurisdict i on over the issu-
ance of securities by electric utility holding compan-
ies and by operating subsidiaries of registered holding 
companies. 
The companies who come under this act , as 
well as all public utility companies, are reauired to 
keep their records in accordance with one of two 11 Uni-
form Systems" . These systems were established by the 
National Association of Railroad and Utility Commissions 
and adopted by the Federal Power Commission, the Federal 
Communications Commission and the Se curities and Exchange 
Commission . Various state commissions have modified 
versions of these systems. All state commissions have 
uniform accounting systems for public utilities under 
their jurisdiction. There is , of c ourse, some variances . 
between systems but these are usually of a minor nature . 
These uniform systems are described in an 
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account manual. This manual g ives the account numbers, 
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account titles and exactly what type o.f ·. transaction may 
be recorded in each account . Accountants .for public 
utility companies refer to this manual as their ubible". 
In this field of accounting there is no l atitude allowed 
.for judgement but merely a rigid set of rules that must 
be .followed to the letter. 
Because o.f the above fact it is impossible to 
describe accounting procedure .for public utility com-
panies under the jurisdiction of the Public Utility 
Holding Company A.ct. Therefore the discussion will be· 
limited to those a reas where the accounting procedure 
of this type of company differs from generally accepted 
accounting principles . 
The Commission has issued only two Accounting 
Series releases regarding the accounting aspect of the 
Public Utili~y Act. Number thirty-nine, issued Decem-
ber 19, 1942, was merely a revision of part of the Uni-
form System adopted in 1936. Number forty-three, issued 
January 26, 1943, related to statement presentation of 
fixed assets and will be discussed later. 
A ba sic accounting principle is the so called 
cost convention. That is that assets are to be recorded 
at initial cost to the business entity. There are cer-
tain departures from this principle in general accounting 
~- . 
in the matter of inventories of merchandise or supplies. 
The values may be changed downward f rom cost to reflect 
changes in value. ·However this is not true in public 
utility accounting accounting where the supply inven-
tories ' a~e at cost. 
Another modification of the cost convention 
in public utility accounting is due to the definition of 
original cost of property as: "the cost of such property 
to the person first devoting it to public service 11 .·:«-
This me ans that the cost to the first company putting 
the asset to public service is the cost for accounting 
purposes to any other utility acquiring this property at 
future dates . Thus a given unit may pass through the 
books of many utility companies and the "depreciable 
cost" of this asset will be the same to all companies 
as it was to the first company to put it to use in the 
public service. 
To illustrate let us assume unit X was ac-
quired by Company B at a cost of ;ip20,000. and depreci-
ated on the basis of an estimated life of forty years. 
After holding this asset for five years Company B sold 
it to Company A for $23,000. Based on the cost con-
vention Company A would record the acquisition on its 
-:~o 61 PP 6 
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books a t :~23,000. and would estimate its useful life to 
it and depreciate it over that period. However, if Com-
pany B and Company A were public utilities, Company A 
would follow the "original cost" doctrine and record it 
as ' Utility Plant $20,000. Reserve for Depreciation of 
Utility Plant, a credit of· $ 5,000. and Utility Plant 
Acquisition ~justments a debit of $8,000. This original 
cost concept has caused considerable discussion and 
created problems to rate-making comrnissions. The amount 
debited to the Utility Plant Acquisition Adjustment ac-
count may be amortized over the remaining life of the 
asset but is not chargeable to the Depreciation accoun t 
but another account described in the manual as Miscell-
aneous ·-Amortization. A Federal Power Commission order, 
(number 42-A, dated July 11, 1939) stated: 
"Dispositions of amounts in Plant Acquisition 
Adjustment Accounts is for accounting purposes only, and 
such disposition shall not be construed as determining 
or controlling the consideration to be accorded these 
items in rate or other proceedings: 
Because of the public nature of these com-
panies and the regulatory bodies need of information 
for r ate-making decisions a new concept has been added. 
It is called the "above and below the line" concept. 
A public utility is entitled to revenues sufficient to: 
"(1) pay opera ting expenses and provide for 
taxes and depreciation; and 
( 2) to provide a. fair return 11 • ·~ 
Under this concept expenses including pro-
-r.- 2 PP 27 
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vision for taxes and depreciation are above the line and 
determine return available to investors. An item of' a 
doubtful nature as operating expenses must be shown as 
"Income Deductions 11 below the line. 
Most of the other remaining generally accepted 
accounting principles are adhered to by the accounting 
manual of public utilities. 
There is considerable difference in the format 
of' the st~tements presented by public utility companies 
and those prepared by industrial corporations. The 
utility shows its fixed assets first, then its invest-
men~s and third its current assets. On the other side 
it shows the Capital section first, followed by long-
term debt and then the current liabilities. 
The Investment Company Act of 1940, adminis-
tered by the Securities and xchange Comrrdssion, gives 
that body the power, in the public interest and for the 
protection of investors, to issue rules and regulations 
to assure some degree of uniformity in accounting for 
investment companies. 
In practice the Commission has applied all of 
the accounting releases previously discussed in this 
chapter to the investment companies, where said com-
panies faced such accounting situations. 
The Commission did issue two accounting 
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rele a ses pertaining to investment companies only . The 
first of these, (number thirty-six, dated November 6, 
1942), regarded treatment of interest collected on de-
faulted bonds applicable to a period prior to purchase 
of these bonds and defaulted interest. The question was 
whether this later interest collection should be treated 
as income or a return of investment. The Commission 
ruled that no part of such interest collection should 
be treated as income until the price paid for the bonds 
and defaulted interest has be en collected in full and 
that any collections after that date should be treated 
not as interest but as profit on securities purchased. 
The only other release relating to accounting 
procedure for investment companies was number fifty - six, 
dated November 27 , 1946. This release deals with the 
problem of allocating dividends so as to arrive at the 
balance of undistributed net income and also the accu-
mulated net realized gain or loss on investments. The 
problem arose due to a change in Regulation S-X for 
reporting on statements. The Commission r equires that 
undivided profits be segregated between interest and 
dividend income and gains on sale of investments. For 
companies who had not made this segregation prior to 
· the change in S-X a problem arose as to segregation of 
dividends paid when there was no distinction as to 
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class of' income. The Commission ruled that :~ for purposes 
of determining the amount available in either class of 
undivided profits, all prior dividends should be charged 
to interest and dividend income in the period declared 
and if in excess of this class of income the difference 
would be charged to the gain on disposal class of income. 
In regard to release number thirty-six on the 
matter of interest on defaulted bonds some accountants 
would attempt t o find some basis for determining what 
part, i f any, of the interest is really a return of cap-
ital and what part represented income. If it were not 
possible to do so it would be neces sary to adopt an ar-
bitra ry rule such as that adopted by the Commission. 
The above completes the activity of the Com-
mission in the field of accounting procedure and what 
the profession has done about it. The effect of this 
activity will be discussed in a later part of this paper. 
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Chapter III 
I NFLUENC ' OF INVESTMENrl' HEGULATION LEGISLA'l' ION ON 
PRACTICE OF PUBLIC ACCOUNTING 
The profession of Public Accounting in the 
United States based on a research study by the Massachu-
setts Society of Public Accountants dates back to 1850, 
and in 1887 the first national organization, the Ameri-
can Association of Public Accountants, later to become 
the American Institute of Accountants was founded. 
The period 1890-1920 found the profession 
growing slowly and experiencing the growing-pains and 
problems of any youne profession. The work of the 
public accountant was comparatively unknown by the gen-
eral public or investors and the profession had not 
gained the stature necessary to inspire public confid-
ence. 
In 1914 the Journal of Accounting, monthly 
magazine of the American Institute of Accountants, con-
ducted a survey among a number of bankers as to their 
opinion. "The Value of an Audited Statement". The gen-
era l feeling among these bankers was one of caution and 
in some cases actual distrust as evidenced by the answer 
received from the president of a midwest bank as follows: 
"As a rule borrower's say they can get any 
sta tement, they choose to malre, certified if they pay 
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the charge 11 • ·:t-
The growth of the profession was helped during 
this period by the passage of the first federal income 
tax law and th.e resulting problems this law created. 
In 1924, in New York State, there was a move-
ment to amend the corporation laws and one of the pro-
posed changes was a compulsory yearly audit of corpor-
ations by an independent public accountant. The direct-
ors were to appoint the auditor, outline his duties and 
designate the scope of his audit program. This proposal 
also stated that the auditor would be liable to third 
parties as long as it was demonstrated that there were: 
(1) An omission of an essential fact. 
(2) A misstatement of an essential fact. 
(3) A third person suffering a loss because of 
this omission or mistatement. 
The auditor was liable even though he was 
"reasonably competent, careful and cautious".*'!~ 
This proposal was not enacted but it showed 
the · thought of the times, n amely that the public account-
ant must assume responsibility and a professional atti-
tude. 
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During the 1920's, Professor Ripley, in his 
book "Wall Street and Main Street", stated that finan-
cial practices of the period were faulty and should be 
correct·ed but for correction to be soundly administered, 
would have to be based on more informative statements. * 
The Americ an Institute of Accountants proposed 
a joint committee with the New York Stock Exchange to 
study the problem. At this time the Exchange was not 
ready for it but in 1930 the committee was for.med. The 
results of this committee were: 
ciples. 
complete 
rules for 
11 (1) Agreement on five broad accounting prin-
(2) A new certificate in which there was a 
separation of fact and opinion. 
(3) The issue by the Stock Exchange of new 
listing".** 
The above gives an indieation of the feelings 
of the times and the trend in the field of public ac-
counting and auditing prior to the legislation of the 
Security Acts. 
In examining the influence of these acts on 
the practice of public accounting and auditing, let us 
first look at the matter of "independence" of the ac-
countant. 
* 47 pp 190 
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Historically "independence" he.s been the first 
requirement for the professional public accountant. Over 
a century ago the need for this became apparent in Eng-
land and this principle was adopted by the Chartered 
Accountants. The American Association of Public Account-
ants, predecessor to the American Institute of ccount-
ants, adopted requirements of independence in its code 
of professional conduct. As the various state societies 
of certified public accountants were organized the same 
principle was incorporated in their rules of conduct. 
While the present rules of professional con-
duct of the American Institute do not specifically men-
tion the word ''independence" it is covered in rule thir-
teen as follows: 
nA member shall not express his opinion on 
financial sta tements of any enterprise financed in whole 
or in part by public distribution of securities, if he 
owns or is committed to acquire a financial interest in 
the enterprise which is substantial either in relation 
to its capital or to his own personal fortune, or if a 
member of his immediate family owns or is committed to 
acquire a subst~ntial interest in the enterprise. A 
member shall not express his opinion on financial state-
ments which are used as a ba sis of credit if he owns or 
is commit t ed to acauire a financial interest in the enter-
prise, unless in his report he discloses such interest 11 .* 
The various state societies of certified public 
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accountants have the same rule in their codes of conduct 
so that all certified public accountants, although not 
members of the American Institute, are subject to the 
above rule. A candidate for certification must sign, 
under oath, a pledge to uphold these rules of profess-
ional conduct before the certificate will be issued by 
the State Board of Registration. 
The latter part of rule thirteen applies 
primarily to closely held corporations and in effect 
allows the certified public accountant to express an 
opinion on the financial statements of such corporations 
as long as he discloses any financial interest he may 
have. 
Some state societies have gone farther and en-
acted more rigorous rules on independence but they are 
the exceptions . In 1954 the Illinois Society of Certi-
fied Public Accountants adopted a new rule which is pro-
bably the most rigorous rule on independence adopted by 
any professional society of public accountants. It pre-
vents a member or a firm of which a member is a partner 
from expressing an opinion of a financial statement of 
any organization in which the member, his partners or 
their immediate families living in the same household 
have either a direct or indirect interest. 
In addition to rule thirteen the Rules of Pro-
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fessional Conduct another rule of that same body lends 
force to the matter of independence . It is Rule five 
\ . 
which imposes heavy penalties on the professional ac-
countant with respect to dishonesty or carelessness. 
In Regulation S-X, Rule 2-01 : Qualifications of 
Accountants the Security and Exchange Commission has this 
to say in respect to independence: 
(a) "The Commission will not recognize any per-
son as a certified public accountant who is not duly reg -
istered or in good standing as such under the law of the 
place of his residence or principal office . The Commiss-
ion will not recognize any person as a public accountant 
who is not in good standing and entitled to practice as 
such under the laws of his place of residence or princi-
pal office. 
(b) The Commission will not recognize any cer-
tified public accountant or member as independent who is 
not in fact independent. For example, an accountant will 
not be considered independent with respect to any person 
in whom he has any substantial interest, direct or indir-
ect, or with whom he is, or was during the period of re-
port, connected as a promoter, underwriter, voting 
trustee, director, officer or employee . 
(c) In determining whether an accountant is in 
fact independent with respect to a particular registrant, 
the Commission will give appropriate consideration to all 
relevant circumstances including evidence bearing on all 
relationships between the accountant and that registrant, 
and will not confine itself to the relationships existing 
in connection with the filing of reports with the Com-
mission" . ·:t· 
On May 6, 1937 in Accounting Release No. 2 of 
the Securities and Exchange Commission the Co~nission 
published an opinion on this matter of independence and 
* 60 pp 4 
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declared a firm of public accountants, one member of 
whom owned stock in corporation contemplating registra-
tion, as not independent because said member ovmed stock 
that exceeded one percent of his personal fortune. 
On March 14, 1941 in Accounting Release No. 
twenty-two the Commission again published an opinion re-
garding independence of the accountant. In t~is case 
the accountant was indemnified, by the company whose 
statements were certified, against losses, damages or 
claims that might arise out of the certification except 
those due to wilful misstatements or omissions. The 
Commission decided in this case that the accountant was 
not in fact independent and would not accept the certi-
fication . 
In the matter of "Cornucopia Gold Mines" S. E.C. 
364 (1936) certification by non-salaried principal fi-
nancial officer and shareholder of registrant was dis-
allowed due to lack of independence. 
In the matter of "Metropolitan Personal Loan 
Company" S.EC. (1937) the Commission held that account -
ants who completely subordinate their judgement to the 
clients desires are not independent . 
On January 8, 1942 in Accounting Release No. 
twenty-eight a certified public accountant by the name 
of Kenneth N. Logan was denied the privilege to 
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practice before the Commission because of continuance 
to certify reports of the Union Sugar Company when by 
all standards he should have been aware of the fact that 
he was not independent in the eyes of the Co~mission. 
He owned stock in the amount of eight percent of his per-
sonal fortune and had been the associate of the president 
of the company in stock transactions. He had been a 
certified accountant since 1922 and should have been a-
ware of the interest of the accounting profession in 
this topic of independence.* 
On January 25, 1944 in Accounting Series Re-
lease No, 47 the Commission issued a summary of a se-
lected few cases that had come before it on the matter 
of independence. Most of these cases are similar to the 
cases mentioned earlier in this paper where the c ertify-
ing accountant or his family held stock in the firm ex-
ce eding one percent of his personal fortune. 
In one case an accountant and an associate 
had made substantial loans to the firm, such loans bore 
interest and were secured by a 2l% interest in the net 
profits of' the firm. The accountant was declared not to 
be- independent. 
Other cases declared the accountant not to be 
independent for the following reasons: 
(l) Financing a new department of a department 
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store which contributed less than 5% of the store revenue. 
(2) Accepting pledged shares of stock with an 
option to buy because the client could not pay the fee. 
(3) A p artner of the accounting firm was a 
director of the company but did not participate in the 
audit. 
(4) An accountant who served on an "operating 
committee" to make recommendations to the board of di-
rectors. 
(5) One of the firms partner's son served as 
a ssistant tre asurer and chief accountant of the regis-
trant. 
(6) The account ant had been given office space 
by the client, regularly gave advice concerning internal 
accounting policies and had a guaranteed earnings pro-
vided by the client. 
( 7 ) The accountant did the accounting work as 
well as the audit.·** 
It is evident from the foregoing that the 
Securi ties and Exchange Connnission has added several more 
situations be aring on the independence of accountants 
who certify statements of registrants than are provided 
for in the rules of professional conduct of the institute. 
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The main difference between the rules of the 
Corrrraission and the Institute seems to be that the Insti-
tute will allow relationships the Commission will not, 
provided that proper disclosure of these relationships 
is made. Also the Institute does not feel that, because 
the independent accountant gives accounting advice or 
makes summary entries in the books of account, he can-
not be independent. To be independent he must perform 
the audit functions in a proper manner. Rule S-X was 
amended in 1952 to the point that an accountant cannot 
have any financial interest in a client which eliminates 
the one percent measurement used prior to that time. 
While the accounting profession as a whole has 
not accepted the Commission rules on independence for 
application in all cases, it·. does not mean that the pro-
fession has dual standards, one for practice before the 
Comn1ission and one for other practice. The standards 
are basically the srume and require that adequate audit-
ing procedures be followed with diligence and profess-
ional judgement. The purpose of ·the Institute requiring 
disclosure in the accountant's report of any relation-
ship that may exist that might be considered as possibly 
influencing his judgement is to make this relationship 
knovm to the reader of the report and not to qualify or 
negate the certificate. 
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The Commission probably has had to be more 
specif' ic and rigid in its rules because it makes them 
easier to administer and narrows the decisions that have 
to be made as this is but one of' the many problems that 
the Commission must face. The effect of this will be 
considered and discussed in the conclusion of this paper. 
Let us next consider the accountants liability 
for financial statements certified by him. 
The English Companies Act states specifically 
the duty of the auditor, " to report to tbe stockholders 
on the acc ounts exRJllined by him!! and whether 11 the bal-
ance sheets were properly drawn so as to exhibit the 
true and correct view of the state of the company 's af-
fairs according to the best of his information and as 
shovm by tbe books of the company. n This doctrine was 
upheld in t he cases: Leeds Estate Building and Invest-
ment Co. (1887) and In re London and General Bank (180 5) .-:;. 
The d ecision in the case, Newton v. Birminghrum 
Small Arms Co. imp lied that an auditor may properly cer-
tify a balance sheet if it shows the p osition of the 
company not as good as it actually is. However a true 
professional accountant could not accept this decision 
as proper because it would seem to be as incorrec t to 
-li' 25 pp 43 
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understate the facts as it would be to overstate them. 
There is no statutory regulation in the United 
States that specifies the duties of an auditor. However 
the Securities and Exchange Comrnission have issued c e r-
tain rules to be followed to make the audit of the regis-
trant acceptable. The s e rules will be described shortly. 
In the case Jandell v. Lybrand (1919) the court 
decided that the accountant had no liability to third 
parties unless grossly negligent since there was no con-
tract with the third party. 
In practically all the court cases prior to 
pas s ing of the Security Acts the relation ofvthe account-
ant to the third party was considered non-contractural 
a.nd the test made was, whether there was or not gross 
negligence on t h e part of the accountant. Most cases in 
which accountants have been involved were between the 
accountant and his client or surety companies (in cases 
of embezzlements). These were based on negligence in 
fulfilling the audit contract. The ter-ms of audit con-
tract may vary considerably and therefore the court de-
cisions applied to the specific cases only and no broad 
conclusions can be reached establishing a basis for li-
ability of the accountant. 
The Jandell case of 1919 established the fact 
that an accountant may be liable to third parties for 
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gross negligence. In 1924, the Ul tramares O'GlFJ:Dora.tion v . 
Touche established the concept that gross negligence 
resulted in constructive or technical fraud; and if fraud 
is present anyone who suffered because of reliance on the 
accountant's report has a right to action for damages.* 
Thus a misstatement or omission of a material fact may 
be construed to be negligence to the client and fraud to 
a third party who suffe red because of said misstatement 
or omission. 
Rule five of the rules of professional conduct 
of the American Institute provides for serious penalties 
for negligence or carelessness on the part of its mem-
bers. 
The Securities and Exchange Conunis s ion has es-
tablished a more rigid liability for public accountants 
than has common law or the profession itself. The eta 
make the accountant liable to third party investors, not 
only for gross negligence or fraud, but also for innocent 
though negligent, mis r epresentation. A security pur-
chaser may suevthe accountant for omissions or misrepre-
sentation of a material fact in the financial statements 
prepa red by the accountant and used with his consent in 
the regi~tration statement. This same liability also 
applies to prospectuses. 
-~- 4 pp 43 
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The burden of proof rests on the accountant 
and he has the following defenses available in these 
cases: proof that, (1) the financial statements filed 
with the Commission were not fair copies of the account-
ant ' s statements; (2) prior to registration date - the 
accountant had given written notice to the Commission 
that he would not be responsible for statements filed in 
the registration; (3) statements were true and had no o-
mission or misrepresentation of a material fact; (4) the 
statements were used in the registration statement with-
out knowledge of the accountant and on learning of use, he 
gave public notice and notified the Commission of his 
withdrawal of authority for correctness thereof; {5) the 
accountant acted in good faith and confo~ned to the rules 
of the Commission; and (6) proof that loss by investor 
was due to other causes or that suit was brought after 
the legal limitation.* 
··• ..
This liability provision of the Security Acts 
seems to be the result of the trend in the cases and gen-
era l feelings . In the early cases the question was one 
of prudence, then the Ultramous case was more rigid and 
the proposal of the joint commit tee of the New York Stock 
Exchange and the American Institute, (which did not come 
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to fruition), was that the auditor was not to be excused 
even though he exercised the skill and care of a reason-
ably competent, cautious and careful auditor. As long 
as it was demonstrated that there was an omission or 
misstatement of an essential fact and a third party suf-
fering a loss because of it, the accountant would be li-
able for the loss suffered by the third party. 
In cases subsequent to the passage of the 
Security Acts the difference between negligence and fraud 
has been narrowed considerably and have resulted in fraud 
being more easily established. 
The most widely publicized case to vome before 
the Commission in the field o~ auditing was the one on 
McKesson-Robbins Inc. This case was heard over a four 
month period, January through April 1939. The record of 
the hearing covered approximately 4600 pages of testi-
mony and 3000 pages of exhibits. Accounting Series Re-
lease No. nineteen, under date of December 5, 1940, sum-
marizes the facts and the findings of the Commission. 
This case has had more effect on the practice of audit-
ing than anything else in the past fifteen years. 
Briefly the facts were that the financial 
statements certified by Price Waterhouse & Co. included 
in the registration statement and subsequent reports to 
the Co~nission, were materially false and misleading. 
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Specifically of the consolidated a ssets shown by the 
statements ( ~~87,000,000), there was $19,000,000. of fic-
titious assets included. These were included in the as-
sets of inventory, accounts receivable and cash. 
The purpose of the Commission was to determine: 
(1) the scope and detail of the audit procedures follow-
ed by the accountant; (2) whether prevailing standards 
of audit procedures were followed; and (3) whether these 
prevailing standards were adequate or needed revision 
and improvement. 
The Commission found first that the account-
ant had been appointed by the president of the company 
late in the year to be audited. While this was accepted 
practice, the Commission suggested that this practice be 
changed so that the accountant be appointed by a vote of 
the stocknolders at the annual meeting and the account-
ant so appointed be immediately notified. It a lso rec-
.commended that a committee be appointed to determine the 
details of the audit (s~pe) that the certificate be ad-
dressed to the stockholders and that the auditors attend 
the annual stockholders meeting to answer questions on 
the report and to report the cooperation or lack thereof 
given by the employees of the Company during the course 
of the audit. 
The Commission objected to the manner in which 
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the system of internal control was reviewed by the 
accountants, even though it agreed with generally ac-
cepted standards procedures of the time. 
Although part of the defalcation was c arried on 
through the cash e.ccount, ( ~'p7 5,000. overstatement in the 
financial statements and approximately . 3,000,000. over 
a period of years), it was determined that the audit pro-
cedures used by the accountant agreed with the generally 
accepted principles of the profession. 
The same decision was made in regard to the 
accounts receivable (-ii;9,000,000. overstated) but in all 
cases the Commission made recommendations for changes 
in audit procedures based on the inadequacy of the pres-
ent procedures as evidenced by the case in hand. 
The Commission reviewed other audit procedures 
used in this case and the type of certificate used and 
had suggestions that will be discussed in the next sec-
tion of t hi s paper. 
Despite the weakness indicated in the general-
ly a ccepted audit procedures by this case the Commis-
sion refrained from establishing certain minimum pro-
cedures to be followed and expressed the belief and con-
fidence that the profession itself would correct these 
weaknesses.·!} 
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Let us next look at the auditing process and 
see what effect the Commission has had on the evolution 
of generally accepted auditing principles. The Commis-
sion in its Accounting Series Release has suggested cer-
tain principles and procedures to be followed by certi-
fied accountants in audit ing the accounts of companies 
who prepare reports for it. 
Accounting Release No . nineteen, (the McKesson 
case), suggested a change in method of selection of the 
scope of the audit and the auditor. 'rhese proposals 
were discussed earlier in this paper. 'l'hi s bulletin al-
so points out the ne ed for a more comprehensive know-
ledge of a clients internal control system because of 
the "test and sampling" used in the audit procedure. It 
does not state how this lmowledge should be obtained. 
In regard to cash verification, it is pointed out that con-
firmation of bank balance was not enough of an examin-
ation where physical contact with the major portions 
of the business was negligible . In regard to accounts 
receivable it suggested that the independent confirmation 
by debtors of amount due by them should become a part 
of the audit procedure where practical and where such 
accounts and notes are a signifi~mnt part of' the total 
assets . It suggested a review of all transactions in 
intercompany accounts of consolidated companies. 
In regard to inventories, the procedure followed by the 
accountant was to verify the records and aithough this 
was the generally accepted method of the times, there ex-
isted a difference of opinion in the profession as to how 
far accountants should go in inventory valuation. 
The Commission suggested that the profession amend its 
procedures to include physical contact with the invent-
ories. They also recommended similar procedure with the 
fixed assets of the client. This release also suggested 
a more detailed analysis of profit and loss accounts. It 
also had some comments on the certificate which will be 
discus sed later in this chapter. 
Release No. twenty-seven, (dated December 11, 
1941), referred to the audit of registered management 
investment companies who retain custody of their port-
folio investments, or place them in care of a member of 
a national securities exchanges. It requires the inde-
pendent public accountant to verify by complete exrumin-
ation , such securities and investments at least three 
times a year, a t least two o£ which shall be chosen by 
said accountant without prior notice. It goes into de -
tail as to what is meant by a complete exrunination as 
follows: 
"In order to make a complete examination of 
the securities it is in my opinion, necessary for the 
accountant not only to make a physical examination of 
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the securities themselves, or in certain cases to obtain 
confirmation, but also to reconcile the physical count 
or confirmation with the book records. Furthermore, in 
my opinion it is a necessary prerequisite to such a re-
conciliation that there have been an appropriate ex-
amination of t h e investment accounts and supporting rec-
ords, including an adequate check or analysis of the se-
curity transactions since the last examination and the 
entries pertaining their:•eto. While the certificate filed 
must describe the nature and extent of the examination 
made it is not necessary that each step taken be set out; 
instead, there should be included in the certificate in 
general terms an appropriate description of the scope of 
the examination of the accounts and the physical examin-
ation or confirmation of the securities."* 
In addition to the above certificate it must 
show the dates of the physieal examinations, name the 
depository, and the results of the examination. 
Release No. thirty, dated (Janaary 22, 1942), 
deals with audit of inventories under war time condit-
ions and allows the physical checking to be omitted in 
the audit procedure where such a procedure would curtail 
production of war material. This easing of procedure 
applied under the above circumstances only, and described 
alternative procedures to be followed. 
Release No. fifty-one (dated January 26,1945), 
related to an audit of a registered broker-dealer. This 
audit was imcomplete in that it did not conform to the 
minimum audit requirements of Form X-17A-5. These min-
imum requirements have been accepted by the profession 
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for all audits mf this type and the accountant in this 
case was negligent and agreed not to practice before the 
comrr1is2ion again. 
Other releases dealing with audit procedures 
are cases where accountants have failed to observe what 
were generally accepted auditing procedures in regard to 
inventories and intangible assets. There was no infer-
ence on the part of the Commission that the generally 
accepted practices were inadequate but that they were 
not followed. The accountants involved were refused the 
right to practice before the Commission for one year in 
each case. 
As we have seen, the Commission, in all of its 
Accounting Releases, refrained from setting up specific 
requirements for generally accepted auditing procedures, 
but made certain suggestions of improvements or areas 
that needed improvement and left it to the profession to 
correct these weaknesses. 
Before we study the steps taken by the pro-
fession in regard these weaknesses let us take a brief 
look at its activity in the auditing field prior to 1939 
when the Me Kesson- Robbins case brought these problems 
to the forefront. 
In 1917 the American Institute of Accountants 
at the request of the Federal Trade Commission prepared 
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a bulletin called, 11 a memorandum on balance shee t audits 11 , "' 
which was published in the Fereral Reserve Bulletin in 
April 1917. This was reprinted and distributed under 
the name of uuniform Accounting; A Tenative Proposal 
Submitted by the Federal Reserve Boardu. This was re-
vised in 1918 but the only major change was the elimin-
ation of nuniform Accounting". 
In 1929 the American Institute revised this, 
still under the auspices of the Federal Reserve Board, 
and called it ''Verification of Financial Statements". 
This revision was necessary because of dissatisfaction 
of members of the profession with the previous effort 
on the grounds it was too comprehensive or in some c ase s 
not comprehensive enough. A further revision was pre-
pared in 1936 under the title of "Examination of Finan-
cial Statements by Independent Public Accountants. 11 
This latest revision laid down certain procedures as an 
"outline of examination of financial statements of a small 
or mode r a te size company11 • It went further, however, and 
pointed out that the method and extent of the examina-
tion depended on the purpose, the type of business and 
the degree of internal control in effect. 
These phamphlets were followed up with a series 
of "Statements on Auditing Procedurett which started in 
September 1939 and continued throtrgh 1949. During these 
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years t wenty-four bulletins were issued. In 1951 these 
bulletins were brought up to~ate and restated in a 
phamphlet, "Codification of Statements on Audit ing Pro-
cedure". A comparison of the 1936 bulletin and the state-
ments combined in the 1951 phamphlet will indic ate what 
improvements the profession has made in audit procedures. 
On January 30, 1939, while the Commission 
hearings on the McKesson-Robbins Case were in process, 
the Committee on auditing procedure of the American In-
stitute was formed and in October of the same year issued 
its first bulletin . This was printed in the Journal of 
Accountancy and was intended to amend the phamphlet 
"Examination of Financial Statements by Independent Pub-
lic Accountants". 
The report of the Commission, in accounting 
release No . nineteen commented on t he method of appoint-
ment of the auditor. The material published by the In-
stitute had not covered this phase prior to this time. 
However, in the "Oodification of Statements on Auditing 
Procedure" issued bybthe Institute a section is devoted 
to this phase and repeats the recommendations made by 
the Commission. However, these recommendations have 
not been followed by all companies and one of the com-
~l·,a.ints of Lewis D. and John J. Gilbert, in their an-
nual reports of Stockholders Activities at Corporation 
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Meeting s", has been the failure of the independent ac-
countant to address his report to the stockholders and 
to be present at the annual meeting to answer questions. 
Pennsylvania has a law making it mandatory that auditors 
be elected by the sha reholders. According to Securities 
and Exchange Commission statistics there were only two-
hundred and ninety six companies who thus elected the 
auditors. Similar statistics for 1952 showed three hun-
dred and ninety-eight listed corporations solicited 
stockholder's approval of auditor appointment. In the 
Gilbert reports of 1953 the authors noted an improved 
trend in the matter of addressing audit reports to the 
stockholders although the practice is not as yet univer-
se.l. 
The next item commented upon was the verifi-
cation of cash by bank confirmation. The Commission did 
not condemn the method used but decried this test being 
used as proof that all the transactions were authentic . 
In the bulletins put out by the institute the importance 
of verifying cash transactions during the period has been 
stressed, while the independent confirmation technique 
h a s been retained in addition thereto. 
The release took exception to the generally 
accepted method of verifying accounts receivable and 
suggested that the independent confirmation of such re-
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ceivables be added to the p rocedures already used. In 
the 1936 bulletin of the Institute the f ollowing is s a i d 
in regard to confirmation of receivables: 
"The best verification of accounts receivable 
is t o comraunicate directly with the debtor regarding the 
existence of the debt, and this course may be taken after 
arrangement with the client. While such confirmation is 
freauently considered unnecessa ry in the case of compan-
ies having an adequate system of internal check, it is 
one of the most effective means of disclosing irregu-
l a rities 11 • ·::-
The revised procedure as put forth in the pre-
sently used "Codification of Statements on Auditi ng 
Procedure" states : 
"Where the independent certified public ac-
countant intends to report over his signature on finan-
cial statements in which notes and accounts receivable 
are a significant factor, confirmation by direct com-
munication with the debtors shall, where practical and 
r easonable, be part of generally accepted auditing pro-
cedures; the method, e xtent, and time of obtaining such 
confirmations in each engagement, and whether all re-
ceivables or a part thereof, shall be determined by the 
independent certified public accountant as in other 
phases requiring the exercise of his judgement" . -:H~ 
The phamphlet goe s on to describe the methods 
of confirmation that might be used in various situations. 
This new statement of procedure embodies, in a much more 
definite manner , the suggestion of the Commission. 
The 1936 bulletin states that in regard to 
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inventory verification the auditor's responsibility as 
to quantities, quality and condition of stock varies but 
that he must r>ely principally for information on this 
matter upon the officers and employees of the company. 
It goes on to say that, by special arrangement with the 
client the auditor may assume more responsibility and, 
by inquiries and tests, ascertain that quantities have 
been carefully determined. 
By comparison the present bulletin states: 
11 
-here the independent certified accountant 
intends to report over his signa ture on f inancial state-
ments in which inventories are a material factor, in 
addition to making auditing tests and checks of the in-
ventory accounts and records, he shall, wherever pract-
icable and reasonable, be present, either in person or 
by his representatives at the inventO~J taking and by 
suitable observation and inquiry satisfy himself as to 
the effectiveness of the methods of inventory taking 
and as to t he measure of reliance which may be placed 
upon the client's representations as to inventories and 
upon the records thereof. In so doing he may require 
physical tests of inventories to be made under his ob-
servationu •* 
This revised and extended audit procedure 
applied to inventories is the one recommended by the 
Commission in Accounting Series Release No. nineteen 
and when followed, will preV•ent a recurrence of the 
IVcKesson case in that item. Where goods are held in 
public warehouses the confi~aation technique may be 
used except where goods constitute a substantial part 
-tl- 15 PP 22 
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of the assets additional inquiries should be made to 
satisfy the auditor of the authenticity of the situation. 
In auditing other balance sheet accounts and 
the profit and loss accounts the Cormnission did not have 
any specific complaints on procedures although it felt 
the accountant had been lax in following these accepted 
procedures. It did suggest that where large purchases 
are made from a relatively few suppliers it might be wise 
to confirm the balances and possibly the amount purchased 
during the period. Most accountants have since followed 
the practice of verifying the larger items in the lia-
bilities by independent confirmation from the credit-
ors. 
In regard to Release No. twenty-seven on the 
verification of securities under the Investment Company 
Act, the Institute issued a bulletin in December of 1941 
which coincided with this release. This bulletin con-
curred with the minimum audit requirements established 
by the Commission. This is not a standardized audit 
procedure but merely a minimum that must be done to 
satisfy the Commission. In many cases further proced-
ures are needed for the accountant to give a certificate. 
The Commission also commented on the review 
of the internal control of the Company as an important 
part of the audit procedure. Actually it is perhaps the 
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-most important pa.rt of the audit because the scope of 
the audit, the qegree of testing and the detailed pro-
cedures to be followed are all contingent on the degree 
of internal control in existence. As has been seen in 
our quotes from the 1936 bulletin the term 11 internal con-
trol" had been g iven "lip service" prior to the McKesson 
case. However nothing official had been done on this 
subject as to what it was or how it could be improved 
and it probably was frequently neglected in the normal 
audit procedure. · 
The Institute corrected this situation with 
the issuance in 1947 of a phamphlet entitled "Internal 
Control" which was an analytical study of the subject and 
its application. In addition, it subsequently issued a 
series of "Case Studies in Internal Control'.1. showing the 
accountant's evaluation of internal control and applica-
tions of his findings in actual examinations. In a 
phamphlet "General Accepted Auditing Standards, Their 
Significance and Scope" issued by the Institute in 1954, 
five pages a.re devoted to this matter of internal control 
) 
and its importance. The Codification phamphlet also has 
several references to this matter with the result that 
the independent accountant gives it considerably more 
than 11 lip servicen now. 
The final phase of auditing is the accountant's 
certificate. The Commission has had comments on this in 
its accounting releases. 
Release No. t wenty-one, (dated Ii'ebruary 5, 1941) 
crea ted a change in Rules 2-02 and 3-07 of Regulation S-X. 
It changed the form of the accountants certificate to be 
included in financial statements submitted to the Com-
mission. This change added two requirements to the cer-
tificate as follows: 
(b) "The accountants certificate shall cont a in 
a reasonably comprehensive statement as to the scope of 
the audit made including, if with respect to significant 
items in the financial statements any audit procedures 
generally recognized as normal have been omitted, a 
specific designation of such procedures and of the rea-
sons for their omission; shall state whether the audit 
was made in accordance with generally accepted auditing 
standards applicable in the circumstances------". 
{d) 11 Any matters to which the accountant takes 
exception shall be clearly identified", the exception 
thereto specifically and clearly stated, and, to the 
e xtent practicable, the effect of each exception on the 
related financial statements given"•* 
Accounting Release No. sixty-two, {dated June 
27 1 1947), relates to circumstances under which inde-
pendent public accountants may properly express an opin-
ion and the form thereof with respect to summary earn-
ings statements. The opinion of the Commission was that 
the accountant could not properly express an opinion or 
let his name be used in connection therewith unless he 
has in effect made an audit for the period covered by the 
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' table according to generally accepted auditing standards. 
s to the form such an opinion would take if an examin-
ation had been made, the Commission felt that it should 
follow the form of a regular certificate as specified 
in Rule 2-02 of S-X. 
In later releases the Commission found certain 
accountants negligent in that they did not fulfill the 
provisions of the audit as set up in the releases men-
tioned .above but did not add any further comments that 
would affect auditing procedures. 
The first Co~nission release on the matter of 
the accountant's certificate was issued on February 5, 
1941 and the Institute issued Statement on Auditing 
Procedure, No. five, which confirmed th~ opinion of the 
Commission and made it official. This release of the 
Institute recommended a change in the wording of the 
certificate so that it added the following sentence: 
"Our examination was made in accordance with 
generally accepted auditing standards applicable in the 
circumstances and included all procedures which we con-
sidered necessary".-)(-
Statement No. six, issued in March 1941, 
commented further on this matter and clarified and con-
firmed the opinions of the Commission as expressed in 
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release No. twenty-one. 
In the phamphlet "Codificat ion of Statements 
on Auditing Procedure" the Institute states that where 
the accountant allows his name to be used in conjunct-
ion wi th an e a rnings summary, he should assume respon-
sibility for a fair sUmmarization or presentation. It 
recommends certain f or.ms the certificate may take when 
and where the accountant does allow his name to be used. 
This statement meets all the requirements of the Com-
mis5ion and the Institute urges this procedure to be 
followed in regard to all such summaries, not only 
those presented to the Commission. 
Thus, we see that all of the recommendations 
of the Commission in the field of auditing have been 
aqopted by the accounting profession and made a part of 
the generally accepted auditing procedures. 
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Chapter IV 
ACCOUNTING HEPORTS 
About twenty-five years ~go, in commenting 
on annual reports of large corporations, Professor Ripley 
stated: 
"ft,or Concerns like the X Company such newfang-
led gewgaws as income accounts or depreciation simply do 
not exist.-- -Diminutive, dainty, tied up with a fancy 
string, perhaps these reports are tenderly reminiscent of 
the parties of our youth; the secretic tactics of the 
Company, later to be commented upon, are quite commonly 
ascribed to a desire to entrench itself beyond all pos-
sible competition as a low-cost producer before divulging 
the profitableness of its business to possible rivals"; 
''and 11 , afte r referring to another company's questionable 
use of reserves to juggle profits, 11~ 11 whether dominated 
by the same group in management or not, are alike notor-
ious for obfuscation in this regard.---The X Company with 
15, 65'1 shareholders in 1925, the largest manufacturer of 
its kind in the world, has likewise roughly handled its 
accounts always on behalf of those in the know. Net 
earnings after the war, as reported, long failed to re-
£leet the full measure of profits, through resort to all 
sorts of fancy charge-offs to depreciation. History does 
not relate whether the concealment of profits was to dis-
courage industrial competition for the time being, or was, 
as rumored, on account of the heavy war taxes on corpora-
tion income. Anyhow, all of a sudden came an abrupt a-
bandonment of this ultra conservative depreciation policy 
in 1922. rfhe number of shares was multiplied sevenfold, 
accompanied by an increase for four times over in the a-
mount of dividends paid. This fulgaration through long 
overdue disclosure of earnings was, of course, at once 
reflected in bounding quotations for the stock 11 • 
"And now for the income accounts! The niggardly 
X Company, in its $X4 inch balance sheet, stingy even of 
prepositions, gives us this and nothing more: ' Earnings , 
Year 1925'. Such a policy, mysterious of macabre, invites 
the cmronent that the record is either too good or too 
poor to be frank about either way" • .:A-
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While the above quotation referred to the re-
port on one particular company it could have been applied 
to the va st majority of corporate reports to stockholders. 
The theory seemed to be to tell as little as possible a -
bout the financial facts of the company. 
In following up on later reports by t he Company 
ref err ed to, Mr. King found tha t the reports presented to 
the stockholders in 194'1 and 1948, while still not being 
perfect i n his opinion, are st rh~g competitors of the re-
ports of other companies which have established an ex-
cellent reputa tion :ln this respect. 
While it is true tha t the foregoing criticism 
applied to a ma jority of the companies, a f ew were p r e-
senting good detailed r eports to stockholders about the 
same period. United States Steel Corporation from its 
fir s t annual report in 1901 has g iven its stockholders 
muc h of the information contained in the better annual 
reports today and that is re quired in reports filed with 
the Securities and Exchange Commission. In fact, many 
of the f orms adopted by the Commission, to be used in re-
ports to it, were adapted from the forms used by those 
Companies who were putting out good stockholders reports. 
Fortunately, the Securities Acts do not give 
the Commission control over stockholders reports but 
leaves that to management. Thereby management, with the 
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aid of its accountants, is free to devise , test and 
submit new forms of st atements and r eports with t he aim 
to improvement. 
rrhere has been a def inite change in attitude 
on the part of management in respect to · stockholders I'e -
ports. Instead of the old idea of telling as little as 
possible , the attitude with, of course, some exceptions, 
now seems to be to find the best way to present the in-
formation to make it tmderstandable to the stockholder, 
l abor and general public. 
In evidence of this change of attitude Fred-
erick C. Crawford, president of Thompson Products , Inc., 
and former pre sident of the National Association of 
Manuf acturers, in a speech before the public-relation 
executives of that organization in February 1947, said: 
"This is t he period of limelight for the af-
fai rs of the An1erican industry. The era of cover-up 
and Kill-the story is d ead. The public wants t he f acts 
l a id on the line and it is up to us to de l iver the goods. 
The time has come for us to expose every feature, every 
salary, every cost, and even all the dirt in our busin-
ess to the American people" .-:~o 
Whi le the Commission does not h ave the author-
ity to cont rol these reports, it has had much to say a-
bout them . I n a report is sued by the Commis sion in 1 946 , 
based on a study of reports of ninety-two companies not 
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under the jurisdiction of the Commission, it took violent 
exception to the methods of' presentation and inadequacy 
of disclosure. They complained about consolidated re-
ports showing condensed consolidated statements, but no 
statements of the parent company or any of the subsidi-
aries . They cited the fact that a large number of these 
reports did not show any detail of the operating expenses 
in the profit and loss statement. In general this report 
of the Commission seemed to be a blanket criticism of 
corporate reports of companies who did not come under its 
jurisdiction with the implication that the form of the 
report required by the Commission was the ultimate of 
perfect ion and , anything that did not meet it was of low-
er calibre. 
About the time this report was published I was 
working on an audit of one of the companies whose report 
was criticized for not showing the detail of its opera-
ting expenses . When the point was discussed wi th man-
agement, the answer was that the company was non-union 
and felt that to give out such detailed information 
would invite ls.bor problems. Therefore, regardless of 
the Commission report, such information would not be 
given. In checking the stockholders repo_rt for 1953, it 
is interesting to note that the company has changed its 
policy nd now shows a much more detailed report. 
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The Security Acts give the Commission the power 
to prescribe the form and an1ount of detail to be included 
in statements presented to it by companies under its ju-
risdiction. In regard to this the Commission issued Reg-
ulation S-X, in February 1940. This was a uniform set of 
accounting report requirements which was to apply to the 
majority of registrations and reports filed with it. 
This regulation spelled out in detail how the 
financial statements should be set up, what should be in-
cluded under each heading and contained a large number of 
detailed schedules supporting the figures shown in the 
statements. This regulation was amended various times 
from the period of adoption in 1940 to March 21, 1951. 
At the latter date there was a complete revision of the 
r egulation and that revised regulation is in effect t oday. 
This revision was in process for over a year 
and a half before it was adopted and became effective for 
any statements of any fiscal year ending on or after Dec-
ember 31, 1950. The first change was to indicate that all 
Accounting Series Releases are applicable to all state-
ments filed with the Commission . The term "financial sta-
mentsn is specifically defined to include all supporting 
schedules. 
Rule 3-02 has been liberalized to permit any 
reasonable disposition of amounts that are not material. 
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This places responsibility for determining materiality 
on the registrant and its accountant and limits the ap -
plication of S-X requirements to material items. 
Rule 3-07 in regard to requirement of disclo-
sure of changes in method of applying accounting princi-
ples wasr changed so that the old rule which referred to 
"significant changes" now states 11 any changen. The new 
rul e also requires disclosure of the effect of the change 
on the net income for each period affected. 
Rule 3-11 has been changed so that all valua-
tion reserves must be deducted from the related assets 
which would seem to indicate that the Commission will not 
permit reserves applicable to particular assets to be 
shown as liabilities. 
Rule 3-18 has been added and it requires, in 
the balance sheet or notes accompanying it, complete dis-
closure of material commitments and long- term leases. 
Rule 3-19 in reference to general notes to the 
balance sheet has been changed so that any profit or 
loss on any intercompany transaction be disclosed. It 
also requires disclosure of defaults on credit agree-
ments whereas the old rule required it only on securit-
ies. This section was also expanded to include a des-
criptive disclosure of any pension or profit sharing 
plans. 
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Rule 4-05 on consolidated statements required 
disclosure of the diff erence between the investment in 
subsidiaries consolidated , e.s shown by the parent's books, 
and the parent's equity in the net assets of such sub-
sidiaries , as shown by the books of the latter and the 
disposition of such difference in the consolidated bal-
a.nce sheet . This rule has been expanded to include com-
panies in which the parent owns fifty percent of the 
stock but does not imclude such companies in the consol-
idated statements. 
Rule 5-02, which describes the form and con-
tent of the balance sheet, has been revised and brought 
up to date and also states: 
"Except as otherwise permitted by the Commiss-
ion, the balance sheets filed for persons t o whom this 
article is applicable shall comply with the following 
provisions 11 :~-
However, Rule 3-01 states as follows: 
"Financial statements may be filed in such form 
and order, as will best indicate their significance and 
characte r in the light of the provisions applicable 
thereto~' .-11--~ 
There seems to ~e a conflict in the above two 
rules and it would seem to be safer not to deviate from 
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from 5 - 02 rule without at first consulting with the 
Commission. 
The other changes in this rule require disclo-
sure of the basis used in determining the amount shown 
as, Securities of Affiliates, Patents etc, and ~roperty, 
~lant and Equipment. In regard to the latter account 
the new rule requires a breakdown of the component parts 
whereas the old rule allowed one figure as ~roperty, 
~lant and Equipment. 
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A new genera l rule established the ten percent 
rule as a determinant as to whether an item should be 
shown separately. That is, if the amount of non-classi-
fied assets under a g eneral asset heading exceeds ten per-
cent of the total of that section, it must be shown separ-
ately and not combined with other accounts under the cap-
tion "othern . The old rule in regard to this was five 
per cent. 
Rule 5-02 (18) relating to Organization l!;x-
pense now requires disclosure as to method of amortiza-
tion. 
The Long Term Debt section has been revised to 
include much more detail showing separa tely each type of 
obligation and all the pertinent information related to 
it. 
The revision also requires contingent liabili-
ties be shown in the statement without .figures and ex-
plained in the notes to the balance sheet. 
In rega r d to surplus the revision requires a 
bre ak down into .four classes: (1) paid in surplus, 
(2) revaluation surplus, (3) other capital surplus and 
(4) earned surplus with a .further subdivision to show 
appropriated and unappropriated surplus. This is a 
more detailed break down than had been required prior to 
the revision of s-x. 
Rule 5-03, rela ting to the statement of income, 
has had two additions to the form required by the Com-
mission. It requires that all items of profit and loss 
g iven recognition in the accounts during the period 
covered by the statement should be included therein. I-
tern sixteen under this rule is "Net income or loss 11 and 
t his used to be the final item. Item 17, c alled "spec-
ial items" has been added and states: 
11 State separately and describe each item of 
profit and loss given recognition in the accounts, in-
cluded herein pursuant to Rule 5-03 (a), and not inclu-
ded in the determination of net income or loss. (cap-
tion 16) 11 .·:t-
Caption 18 is called "Net income or loss and 
special items. 
Under the revised S-X it would seem-- there a re 
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now three possibilities for placing an item in the profit 
and loss statement. They are: 
(1) Inclusion of an item before net income. 
(2) Inclusion under caption 17. 
(3) Direct inclusion in surplus. 
However the Commission has stated that no item 
may be included under caption seventeen unless it would, 
if included in a single unqualified item before net in-
come, result in the misconstruction of the significance 
of the net income figure. What criteria the Commission 
will use in determining what d oes or does not cause mis-
construction has not been established as yet. It also 
seems evident that the Commission will not allow any di-
rect charges or credits to surplus except income and div-
idends. The reasonings stems from the emphasis the Com-
mis s ion has placed on the "all inclusive income state-
ment" . However, in spite of this emphasis rule 11-02 (3) 
is c ptioned "Other additions to surplus" and 11-02 (4) 
is called "Deductions from surplus other than dividends 11 • 
The above is in direct conflict with the emphasis given 
the statement of income and the general feeling of the 
accounting profession is that the Commission will not 
approve many direct charg es or credits t o surplus. 
Accounting Series Release, number seventy, was 
issued to cla rify the confusion cre a ted by caption seven-
86. 
teen of the revised s-x. It states that this caption 
provides for the exclusion of "extraordinary i terns" from 
those making up net income or loss when it is believed 
that the showing of a single unqualified figure of net 
income or loss might be misconstrued. This would seem 
to place the burden of the decision in the hands of 
management and the accountant subject to approval by the 
Commission. 
The Commission has issued a number of Account-
ing Series Releases on the financial statement. The 
first of these was number four released on pril 25, 
1935. This stated that any financdal st a tements presen-
ted to t he Commission must adhere to generally accepted 
accounting principles and, if there is no authoritive 
support for the principles used, the statements would 
not be acceptable. 
Release number seven, dated May 16, 1938 
dealt with common deficiences's in financial statements 
presented to the Commission. It must be remembered that 
these were t h e early days of the Security Acts, prior to 
the issuance of Regulation S-X and to the adoption of 
the research bulletins of the American Institute of 
Accountants. Therefore it is understandable why there 
could be diffe rences of opinion as to principles. 
Release number nine related to stock having 
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preference on involuntary liquidation in excess of par 
or stated value. It required disclosure of this prefer-
ence and the detail thereof in the balance sheet. 
Release number t welve, dated February 21, 1940, 
was the adoption of Regulation S-X which prescribed the 
form to be f ollowed in presentation of financial state-
ments. F rom the period of adoption to March of 1951, 
when the new revised regulation was issued, there were 
eighteen different releases related to the original reg-
ulation. These were either interpretations of the regu-
lation or amendments thereto. As we have already con-
sidered the major changes in the revised regulation, 
which has included all the releases, it would be repet-
itious to discuss these releases separately. 
In addition to Regulation S-X and the account-
ing releases the Comn1ission h a s made further comments on 
corporate reports and statements through speeches given 
and articles written by its chief accountants. 
Mr. King, chief accountant for the Commission 
wrote an article that appeared in the Journal of Ao-
countancy in July 1949. In this article the author noted 
that substantial progress had been made in improving 
financial r eporting but there were still many shortcom-
ings. The American Institute of Acco\mtants issue s an-
nually a study of the reports of five hundred and twenty-
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five companies. Mr. King referred to this study for the 
fiscal period July 1946 to June 194'7 and pointed out that 
only two hundred and thirty companies showed comparative 
st atements. It is interesting to note at this point that 
the study that covered 1951 and 1952 reports that three-
hundred and ninety-seven out of six hundred companies now 
included comparative st atements. In the opinion of Mr. 
King this was a serious matter and future happenings seem 
to indicate that management agrees that such statements 
should be included in the reports to the stockholders. 
Another complaint by Mr . King was the large 
number of companies who were deducting ·provisions for con-
tingencies and other general purpose provisions before 
arriving at "Net Income for Year, as adjusted" . This pro -
cedure is opposed by the American Institute of Account-
ants, the Securities and Exchange Commission and the New 
York Stock Exchange. In the ··study of reports for fisc al 
years ending May 1, 1951 to April 30, 1952 show two hun-
dred and seventy-seven companies including such provisions 
as other operating items and another fifty-seven companies 
show these provisions in a separate section at the foot of 
the income statement. Only one hundred and fifty-five 
companies showed these in the surplus account where they 
should be shown. 
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Some of these were as follows:* 
(1) Special appropriation to Reserve for Con-
tingencies,- $30,000; Pe rmutet Company. 
(2) Provision for contingent liabilities ~700, 
000.; Warner Bros. Rictures, Inc. 
(3) Transfer of portion of reserve for contin-
gencies provided, by charges to income in prior years, 
for possible additional Federal taxes on income, ;~28,12'7. :; 
The National Suga r Refining Co. 
(4) Incre a se in reserve for possible future de-
cline in market values of inventories, $500,000.; Mar-
shall Field & Company. 
(5) Operating expenses etc. (including in 1951 
provision of ,~2, 500,000. for Kansas City flood damage and 
expenses); Colgate-l'almolive-Peet Company. 
(6) Administrative and general, selling, adve r -
tising, research, development and patent expense, etc. 
(including write-off of ~3,085,414.83 paid for royalty-
free licenses acquired during the year). 
Other instances included write-off of good will 
purcha sed by investment in subsidiary companies, write-
dO\¥nS and write-up of plant values, and expenses pertain-
ing to stockholders litigation and special meeting. 
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All parties concerned with good financial state-
ment presentation are in agreement that the above proc_e-
dure is wrong in that it distorts the figure shown as 
net income in the profit and loss statement so it would 
seem that Mr. King and the Commission has a justifiable 
complaint on that score. 
Another complaint was the failure to show in 
the income statement the amount of gross sales and cost 
of sales. 'fhis particular point has been fought against 
by management for sometime because it seems to feel that 
to disclose gross sales, cost of sales, gross profit and 
in some cases even operating expenses is giving too much 
information to customers and competitQrs in regard to 
the margin on which the company is operating, In the 
case of companies registered with the Co~uission the with-
held information is available to the public in the files 
of the reports submitted to it. The improvement in this 
matter has been very slow and in 1951, five hundred and 
fifty-three companies out of six-hundred showed the sales 
figures but of those same companies four hundred forty-
seven did not disclose the gross profit on sales and most 
of the statements showed the costs in summary form only. 
In addition to the Co~nission and the accounting profes-
sion a third group , the labor unions, have complained 
that such present ation is unfair to labor as well ~s to 
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the stockholders. Actually, while management mentions 
customers and competition as their reason for less dis-
closure, it is probably true that in many cases it is not 
desirous of full disclosure to labor. A method recently 
devised for use in corporate reports for income present-
ation is the "single-step" type of statement. This ap-
proach eliminates completely the conventional type of 
statement and lists all the income and then lists all the 
expenses, deducts the latter from the former and arrives 
at one net income figure at the end. The Oo~nission and 
many accountants do not app rove of this type of statement 
presentation on the grounds that many essential figures, 
(such as gross profit on sales, profit from operations 
and profit before income taxes), are omitted. 
Another complaint was the failure to classify 
inventories as to type, (finished goods, work-in-process, 
raw material, and supplies), and the lack of indication 
as to the basis of valuation. Regulation S-X requires 
the breakdown of inventories and a comment on the basis 
of valuation and where cost is used as the basis it fur-
ther requires that the type of cost, (last-in, first-out; 
first-in, first-out; or average), be specified. In 1951 
only six out of the six hundred reports studied failed 
to disclose the basis used in valuation of inventories. 
There are, however, still many companies who do not show 
the detail of the inventory figure. 
The failure to classify fixed assets and to 
disclose the amount of the accumulated depreciation there-
on was also commented upon by Mr. King. Many companies 
were in the habit of showing one figure under a caption 
similar to the following: 
"Property, Plant and Equipment , net ~ - ...••• '' 
There h a s been some i mprovement in the presentation of 
this item so that many companies are now showing the ac-
cumulated depreciation in parenthesis on the balance 
sheet. However most reports still do not break the as-
set down to its component parts of land, buildings, e-
quipment etc. 
The teminology used by accountants and manage-
ment was subject to unfavorable comment by Mr . King. He 
particularly referred to t h e terms "reserves" and "sur-
plus" as used by accountants in statement presentation. 
This point has been argued for a good many years by men 
in the a ccounting profession. As early as 1913 an arti -
cle in the Journal of Accounting deplored the use of the 
word ttReserve" as it is used in accounting. The wo1'<1 may 
be used in t hree dif f erent ways in one balance sheet, 
namely: 
{1) valuation reserve, (such as the Reserve 
for Bad ccounts or Reserve for Depreciation) which would 
be deducted from the related asset account; 
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(2) A liability reserve, (such as the Reserve 
for Pension or Reserve for Vacation Pay) which would be 
sho\vn as a liability; 
(3) A surplus reserve , (such as Reserve for Con~ 
tingeneies , or Reserve for Possible Future Declines in In-
ventory Va.lue) which are merely appropriations of surplus 
and should be shown in the capital section. 
In 1948 the Committee on Terminology of the 
American Institute of Accountants issued a bulletin sug -
gesting that the use of the term "Reserve" be restricted 
in financial statements to the third meaning above and 
that other, more appropriate terms be devised for use in 
the first two c ases. No study has been made to determine 
the degree of adoption of this suggestion but an analysis 
of seventy-five corporate reports for the year ended De -
cember 31, 1953 indicated forty-one still using the term 
"Reserve" as a valua.tion account and fifteen using it as 
a liability account . It would seem that the accounting 
profession and corporate management are as usual slow to 
make charges from historically established procedure. 
Some of' the terms used to replace t he ·.· word ''Reserve" in 
the valuation accounts are : 
(1) Provision for depreciation , depletion etc . , 
(2) Allowance for depreciation, 
(3) Depreciation to date, 
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(4) Accumulated depreciation. 
The ter.m 11 Surplus 11 has been used for many years 
by accountants to reflect excess of the capital section of 
the balance sheet over the amount of capital stock out-
standing, For many years there were two surplus accounts 
namely "earned Surplustt and 11Capital Surplus". About 
fifteen years ago the profession attempted to eliminate 
the "Capital Surplus" and replace it with more descrip-
tive names such as: 
assets, 
(1) Paid in Surplus, 
(2) Donated Surplus, 
(3) Surplus arising out of appraisal of fixed 
(4) Surplus ari sing out of treasury stock 
. transactions. 
However the word nsurplus 11 was still used even 
when the more descriptive terms were adopted. In 1949 
the Commit ·tee on Terminology issued a bulletin recom-
mending that the use of the term "surplus" be discontin-
ued and the te.rm "earned surplus" be replaced by; 
(1) Retained income, 
(2) Retained earnings, 
(3) Ea rnings retained for use in the business. 
The other surplus accounts should also be re-
placed by new accounts with appropriate titles omitting 
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the word "surplus". There has been no survey made to 
determine the elimination of the word, "surplus" but a 
st~dy of the same seventy-five reports shows only eight 
using the term 11 earned surplusn. The majority have used 
the term~. !'p~;t.ainep. · ~arnings 11 • However, thirty-four com-
panies used the term "capit al surplus" in the balance 
sheet. 
Another item cownented upon by Mr. King was 
t h e location ih .tb.e balance sheet of the "prepaid ex-
penses11. Regulation S-X sets up a separate section af-
ter the fixed assets but gives the registrant the option 
of including these items under current assets. In Au-
gust of 1947 the Co~nittee of Accounting Procedure of 
the American Institute issued a bulletin recommending 
that such items be shown as current assets only. How-
ever the accounting profession and corporate management 
has again been very slow in adopting this recommendation 
with the result that the survey in the sixth annual re-
port of Accounting Trend and Techniques shows only two 
hundred and seven out of five hundred and eighty-nine 
companies that show these items as current assets-><-. 
Mr. King 's final comment was in regard to the 
possible inclusion of a 11 sta.tement of Source and Dispo-
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sition of Fundstt in Regulation s-x. This is a statement 
accounting for the change in working c apital at the be-
ginning and the end of the accounting period. This sch-
edule is frequently included in the auditor's report to 
the directors but, of the reports of the seventy-five 
companies at December 31, 1953, only t h ree included such 
a statement. Of the six hundred reports studied by the 
American Institute, with fiscal years ending between 
May 1, 1951 and April 30, 1952, only fourteen included 
such a statement. Evidently, Mr . King and his associ-
ates decided against requiring the inclusion of such a 
statement in regulation 3-X bec ause in the· 1951 revis-
ion no such requirement app ea red. 
Mr. King concluded his paper with the follow-
ing statement: 
"Although too many annual reports still are 
guessing games, I am convinced that the amount of guess-
ing required of investors is being reduc edu .* 
Mr. Ss_muel E . MacArthur, in the "Controller" 
for March 1953 reported on a survey of one hundred and 
fifty-two corporate reports for the years 1949, 1950 and 
1951. The results of this study were simil s_ r to those 
shown by the American Institute study. 
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Mr. King said that too many corporate reports 
are still guessing games and John and Lewis Gilbert are 
in agreement with him on many of his complaints. 
The Gilbert brothers make a practice of attend-
ing annual stockholders meetings of the larger corpor-
ations and report to their subscribers on tne meetings 
attended. 0ne section of their annual report is de-
vo-ted to connnents on the stockholder's reports. 
In their 1950 report the chief complaint was 
lack of comparative statements and the fact that the 
audit report was addressed to the Board of Directors 
rather than the stockholders. 
The 1951 and 1952 reports also included the 
same complaints and the 1952 report quoted C. Norman 
Stabler's column "Inside Wall Street" as follows: 
"Comparative figures are a prime necessity 
in an annual report, be the results good or not so 
good. By neglecting to include vital information the 
derelict companies will gain nothing. Certainly every 
bank and brokerage house, every newspaper and large 
stockholder can look in the record and find the truth. 
The small stockholder may not have kept the previous 
annual report handy, but he will probably be suspic-
ious when the comparison is not included 11 • ·~-
The 1953 report had similar complaints and 
an additional one, namely the failure of the report 
to show detailed operat ing figures. 
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These reports will be a big help in improving 
corporate annual reports because they work through the 
stockholders who can bring direct pressure on management 
who are responsible for these reports. 
At the General Foods annual stockholders meet-
ing in 1948 a stockholder asked for more detail of the 
expense figure shown in the income statement. He speci-
fically asked the cost o~ direct labor, other salaries 
and wages and material and the reply he received was: 
"Our competitors would like that, too 11 .·)} This is the 
type of statement that the Gilberts were complaining a-
bout in their 1953 report. 
The basic theme of the Securities and Exchange 
Commission is "adequate disclosure 11 • Regulation S-X, the 
accounting releases related thereto, and other reports 
of the Comn1ission have all been adapted to this theme. 
The Commission realizes that for registered companies 
regulation s-x provides adequate disclosure but i _s .. aw.ape 
- / 
that most small stockholders cannot aff ord the . time tO 
go to the Commission's files in Washington to get thi-s 
information. Therefore they, as stated above~ have -
worked to get management to provide adequate disci~sur~ 
in the annual report to stockholders. As an incentive 
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to management to do this, Accounting Series Release, 
number forty-one, issued December 22, 1942, permits com-
panies to file copies of their regular annual reports to 
stockholders in place of certain financial statements to 
be filed wi th the Commission. However, to make this 
substitution, the financial statements included in these 
reports must meet the requirements of regulation s-x. 
This i s an attempt to have corporate reports to stock-
holders g ive the same adequabe disclosure as required in 
reports filed with the Commission. As of 1952, however, 
very few companies had taken advantage of this opportu-
nity to reduce cost of preparing reports. 
A problem that has come to the forefront in 
the past few years is caused by disclo'sure of events 
happening after the balance sheet date but before the 
date of the auditor's report 1 and affecting the state -
rnents contained in that report. The Commission has sta-
ted that in reports filed with it disclosure must be 
made of any events subsequent to the date of the balance 
sheet but affecting that balance sheet. This applies to 
any events up to the effective date of the registration. 
This, in actual practice, is the least clearly 
settled c ategory of possible supplemental disclosures 
necessary in financial- statement presentation. This 
lack of clarity is not due to· the newness of the problem 
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because as far back as 1932 George 0. May , a noted 
writer in the accoun~~ng field, said the following: 
"I suggest the auditor should always consider 
how far conditions at the time of issue differ from 
those obtaining during the period covered by his report 
and particularly how far any changes are a matter of com-
mon knowledge .---He certainly would not be entitled to 
certify figures for a prospectus if to his knowledge, but 
not to the knowledge of the public, new conditions had 
arisen within the corporation itself which practically 
negativated the possibility of a continuance of' any such 
earnings in the future, or made earnings dependent upon 
entirely different considerations".* 
'rhe Commission, of course, is primarily con-
c erned with registration statements and there is a large 
nuraber of ac countants who hold the opinion that the ac-
countant's responsibility, both professional and finan-
cial, is greater with respect to a registration state-
ment than it is with respect to an annual report. How-
ever, both types of statements are used by investors 
and creditors and this opinion does not seem to make 
sense . 
The Commission has had a number of cases in-
volving this matter of disclosure. In the case of the 
tlf'otrero Sugar Company" the prospective contained an 
untrue statement of a material fact, namely, a misrepre-
sentation of the judgement of the managemebt as to the 
sugar estimated to be produced . This report was released 
~:- 29 pp 28'1 
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in September 1939. 
In the case of Central Specialty Company the 
company stated that labor conditions were · satisfactory 
when it was in fact threatened with a strike. The Com-
mission did not complain about non-disclosure in the 
profit and loss statement and said: 
"Under the facts of the case we do not believe 
that the increased labor costs represent the type of 
'extraordinary circumstances' occuring after the stated 
date of the financial statements which need be disclosed 
in those statements"·* 
This was true because the Commission felt that 
complete information with respect to labor relations 
should be included elsewhere in the prospectus . However, 
if it had been an annual report, it would seem that com-
ment thereon should be made in the profit and loss state-
ment i f the increase labor cost would materia lly affect 
future earnings. 
In the case of the Colorado Milling and Eleva-
tor Company, issued in December 1943, the Commiss ion 
held the financial statements to be deficient . Prior to 
the · statement date ownership of about ninety percent of 
the company's outstanding stock had changed hands. Be-
tween the statement and registration date the new man-
.;~ 29 PP 292 
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agement disposed of a large investment portfolio and 
issued a ;1~7 ,000,000. dividend. This fact was not dis-
closed and it was held that the statements shown in the 
prospectus did not show the true picture of the company 
to prospective investors. Also the earning power of 
the company would be materially affected by the sale 
of these assets. 
In the past few years there have been many 
articles written by accountants on this subject and fi-
nally, in October of 1954, the Committee on Auditing Pro-
cedure of the American Institute of Accountants issued 
bulletin number twenty-five on this subject. 
This bulletin divides "subsequent" events into 
three general types. The .first group affect directly 
the financial statements and should be recognized there-
in. Examples of this group are collection of receivab-
les or settlement or determination of liabilities on a 
basis different than originally anticipated . 
The second group are those which do not re-
quire changes in the statements but are of' such a nature 
as to need disclosure for proper interpretation of the 
statements for prospective or present investors. This 
group would include large bond issues with restrictive 
covenants, fire or flood damage or cancellation of 
sales contracts and potential losses. 
lO::S. 
The third group included non-accounting matters 
such as labor r elations , mamagement or product changes , 
loss of important customers etc. In regard to these the 
bulletin says: 
" In practice, accounting and non-accounting e-
vents are often not entirely separate and apart from each 
other; and in rare and special cases general conditions 
may have weighty affects on particular companies. Ac-
cordingly, effort should be made to distinguish between 
pGst-balance-sheet events of the third type as to which 
informat ion might appropriately presented in financial 
statements, and those which do not bear such relation to 
earlier-dated statements as to require adjustment or an-
notat ion therein. The committee believes that the audi -
tor should consider such events critically and confine 
disclosure to those matters essential to proper inter-
pretation of the financial statements being presented"·* 
1bis bulletin reiterates the position taken by 
t he Committee in the "Codification of Statements on 
Auditing Procedure" to the effect that management has 
the primary responsibility to stockholders and creditors 
for the accuracy and adequacy of statements presented to 
them. 
The bulletin also defines the period of' time 
referred to as "subsequent period 11 to be from the bal-
ance sheet date to the date of completion of the audit. 
The comn1ittee feels that if the certificate presented to 
the Commission on Form 10-K is dated the same as the o-
pinion printed in the annual report to the stockholders , 
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the accountant's responsibility is fulfilled and that he 
has no duty to make further investigation as to events 
that may have happened between the date of the opinion 
in the report to the stockholders and the date of the 
annual report on Form 10-K. 
Regarding the filing o~ financial statements 
in registration statements, the bulletin says: 
"The committee therefore is of the opinion 
tha t a 'reasonable investigation' (a) as to point of 
time, should be construed as referred to a period ending 
sufficiently prior to actual effective date as is con-
sistent with the practical availability of financial in-
formation, etc., and {b) as to procedures, should com-
prise the following: 
(1) The reading of available minutes of meet-
ings of stockholders , directors and finance or execu-
tive committees as applicable. 
(2) Reading of such available interim financial 
statements as are regularly prepared by the client. 
(3) The reading of the full text of the pro -
spectus and review of pertinent portions of the rest of 
the registration statement. 
· (4) Inquiry of one or more officers or key 
employees and of legal counsel, where appropriate, as to 
happening s which may be considered material in relation 
to financia l statements reported upon by the auditor and 
included in the registration statement . Such happenings, 
or the absences thereof, should be subject of written 
representa tions. 
(5) Any other steps which the auditor deems 
necessary for a 'reasonable investigation' under the 
particular circumstances" . * 
So, the professional accountant now has a yard-
stick with which to measure the problem of disclosure of 
events happening subsequent to the balance sheet date 
·rio 19 PP 13&14 
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and materially aff ecting t h e statement. At t h is date t be 
Commission has not had time or at leas:b has not commented 
on t his bulletin so we do not know whether this concurs 
with its ide as on this subject. 
Mr. King stated financial statements in corpor-
ate reports were guessing games. In 1947 the Controller-
ship Foundation conducted a survey to find out what the 
public thought about financial statements. As to confi-
dence in industry's statements, forty-five percent be-
lieved they lied and forty-one percent thought they were 
true. Public opinion was that business has "hidden pro-
f itsn. Fifty-six percent of the people surveyed thought 
companies .made their' statements h a rd to understand and 
less than twenty-five percent think statements are easy 
to understand. 
From the foregoing it would seem that corpor-
ate management must make their reports more informative 
and at the same time more readable. Many companies have 
made large strides in this matter and probably one of the 
very best reports is tha t of the Caterpillar Tractor Co. 
This company started changing the format of its state-
ments in 1944 and have made the st a tements more inform-
ative to more people. Other companies have done much on 
this also, and the trend is in the right direction but 
many more companies need to get on the band wagon. 
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When the majority of companies have concurred 
to g ive full disclosure the next step must be some degree 
of uniformity in manner of presentation. The innovations 
made by various companies need be coordinated so that 
reports of various companies may be compared. 
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Chapter V 
CONCLUSION 
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In October of 1912 Alexander Smith of Peabody, 
Houghtaling & Co., Chicago, gave an address to the 
American Association of Public Accountants on the subject, 
"The Abuse of the Audit in Selling Securities".·~· In 
this article he pointed out glaring, (under present stan-
dards), abuses and errors in accounting and auditing. 
The main cause of these was the lack of scientific met-
hods or uniform principles and expressions of account-
ing. He suggested several remedies the profession might 
adopt to alleviate t his situation and wound up by sug-
gesting that, if these steps were not taken, federal 
legislation of some type would be necessary. 
Twelve years l a ter an editorial of the November, 
1924, Journal on the matter of the "Wickedness of Wall 
Street" stated: 
11 It seems highly probable that more could be 
done to remove suspicion and to eradicate existing wrongs 
by insistence upon independent report s in regard to con-
dition of corporate affairs than by any other one means 
or perhaps by any dozen means. Let it be known through-
out the country that every security offered for sale or 
quoted on the lists of a stock exchange is that of a com-
pany whose financial affairs have been scrutinized by 
independent and competent persons and that a full report 
of condition is demanded at stated intervals; let it be 
knovm that no brokerage house having members on that ex-
change is allowed to escape the requirement for audit of 
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its affairs;-----. These developments will come, are 
coming, and it is sincerely to be hoped that the stock ex-
changes will not fail to grasp this physiological moment, 
for supporting and carrying into effect the public's de-
mand that there shall be fair play and complete openness".~*-
Mention has been made in Chapter III of the 
work of the joint conm1ittee of the New York Stock Exchange 
and the American Institute of Accountants and the propo-
sals arising out of this committee. 
With this background of development the account-
ing profession should not have been as startled as they 
were by the passage of the Security Acts of 1933 and 1934. 
They should have appreciated that the Acts were merely 
a culmination growth of historical antecedents. 
In Chapter I the authority granted to a non-
expert body to control and dictate standards to an expert 
profession was enumerated. 
In Chapter II the discussion relates to the use 
of this authority and its effect on the development of 
accounting principles for corporations. In regard to .. 
general business corporations we found that most of the 
pronouncements of the Commission were merely restatements 
of previous statements issued by the American Institute 
of Accountants through its various comrnittees. There 
were two items, namely the handling of 11Provision for 
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Income Tax" and the use of "Contingency Reserves", on 
which the Co~nission did not agree with the profession. 
These items still have not been settled . Aside from these 
two accounts the only conclusion we can reach on this 
topic is that the Commission has added its backing or 
authority to make the Institute pronouncements more ef-
fective. This has had a good effect because many of the 
Institute pronouncements are not readily adopted by the 
profession in general. It takes time for many members of 
the profession to change their ways and the pronounce-
ments of the Commission are another prod that has more 
power behind it. 
In regard to utility companies we saw that the 
Commission has adopted a uniform system of accounts to be 
followed to the let ter of the manual. The profession has 
no argument with this procedure and is in agreement that 
such a uniform system is necessary but does, as we have 
seen, object to certain parts of the uniform system that 
seem to be contrary to generally accepted accounting prin-
ciples. t is interesting to note, however, that members 
of the profession have disagreement as to whether the ac-
cotmting for depreciation as used by utilities or that 
used by general business is the better. Those that work 
on utilities favor their method and the majority of ot-
hers prefer the generally accepted method. Many Supreme 
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Court decisions seem to disregard the "original cost " 
concept as used in the uniform system. 
The Commission's activity in this field has had 
the effect of controlling those utilities that were not 
controlled by State government commissions and to a l a rge 
extent make the ac counting ·therefore uniform throughout 
the country. 
The adoption of this uniform system has helped 
the Commission fulfill its purpose. Doctor Bellamore 
in his text on Investment states: 
"Uniform accounting was established to facil-
itate the regulation of the utility company, but it has 
proved a great value to the investor also. such systems 
allow security analysts to compare balance sheets, in-
come statements, and other financial data with more as-
surance, for under a uniform system of accounting, sim-
ilar accounts under the same names will contain similar 
i terns". {1-
In regard to companies controlled by the In-
vestment Company Act the Commission has applied the same 
relea ses as it did to general business corporations. 
There were two special releases which were commented upon 
in Chapter II. 
The gre a t bulk of the work of the Commission in 
the field of accounting has been done in the field of 
auditing. In Chapter III we saw the large number of ac-
·:~ 5 pp 587 
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coun ting r e leases is s u ed on this sub ject and the number 
of c a ses tha t have come bef ore it. Most of t h ese re-
leas es and c a ses deal t with points that had previously 
be en in practice by a g ood many accountants but had nmt 
been generally accepted by the profession. In t he case of 
the accountant's liability t he Commission went f a rther 
than any previous law within or outside t h e profession. 
A number of public accounta nts have be en disqualified 
from practice before the Commission, either temporarily or 
pe rmanently, f or failure to adhere to standards set up by 
the Corr~is s ion. In some of these cases the profession has 
concur red with the- action taken but in others the feeling 
has been that the Commission acted unfairly. 
Also, on the matter of independence the Commis s ion 
rules are stricter than any other rul e s on this subject. It 
seems that the Commis s ion finds it easier to make strict 
rules witb. no exceptions than to take each c a se on its 
rel a tive merits. Cert ainly a professional man, in most 
cases, b a s the integrity to perf orm his functions in a 
manner re quired by his profes s ional standing . 'l'he rules 
of the Commis s ion i mpl y tha t it d oes not have t hat much 
confidence in professional integrity. 
In g eneral, the Commis s ion ~· 3 work in the field 
of auditing has bee n a boon to the profession bec ause 
me.ny ir,~proved audit techniques h a ve d eveloped thr ough its 
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instigation. This is part icularly true in the case of 
inventories and receivables. The Commission gets reports 
from a large number of companies and most accounting 
firms, dealing with corporations whose stock is not close-
ly held, come into contact with the Commission and have 
had to adopt these improved methods. 
The influence of the Commission in the field 
of auditing has been very eff'ective and helpful to the 
profession in another way because it placed so much em-
phasis on the value of the audit and the ··accountant' s cer-
tificate. This has had the effect of enhancing the sta-
ture of the public ac countant in the eyes of the general 
public and increasing confidence in his reports. 
The one area in which the Commission has tried 
hard to extend its influence is the field of corporate 
reports to stockholders . As we saw the Comrnission does 
not have jurisdiction over reports other than those filed 
with it. However, it suggested that financial statements 
in stockholder's reports could be presented to the Com-
mission in lieu of statements required by it if they met 
the requirements thereof. In 1946 in a report to Con-
gress entitled "A Proposal to Safeguard Investors in Un-
registered Securities" prepared by William W. Werntz, 
chief accountant of the Commission, it was proposed that 
unlisted companies of certain sizes be included under the 
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Commission. They made a study of unlisted corporations 
having three-hundred or more stockholders and three mil-
lion or more of tota l assets . They pointed out where the 
stockholders reports were deficient in relation to re-
quirements of Regulation 8-X. In this report they repri-
manded a number of reputable public accounting fir.me for 
allowing their certificates to be used in these reports. 
The report recommended to Congress that these unlisted 
companies be required to file financial reports accepta-
ble to the Commission. 
Congress did not amend the law, however, to 
cover these unlisted companies with the result that Com-
mission has no control over the reports of these compan-
ies. 
The Commission has through its various reports 
and releases made the investors or stockholders more 
conscious of proper disclosure and has been a contribu-
ting influence in the improvement of eorporate reports 
to stockholders. Many companies, required to file re-
ports with the Commission under Regulation S-X, feel 
that they should include similar information in their 
stockholders reports. Even though the Commission has in-
fluenced more adequate disclosure, the improvement in the 
method of presentation must be attributed to management 
and its advisors. From the cormnents available it would 
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seem that the Cormnission was not too happy with the 
change in terminology and statement presentation adopted 
by many companies in their reports. I believe, however, 
that the average stockholder is pleased with this new 
format because it is more easily understandable to the 
non-accountant. 
The Security Acts were passed by Congress to 
protect investors and were supposedly a modified copy of 
the English Companies Act. The basis of this statement 
is the following quotation from the Congressional Record 
of January 12, 1934: 
11 In substance, the Securities Act is the English 
Companies Act, modified to come within the consitutional 
power of the federal legislature to regulate interstate 
commerce and recognize the fact that in England, except 
for a very unusual Hatry or Kylsant, the distribution of 
securities is a decorous, traditional business, offering ' 
its wares only to institutions and wary family solicitors, 
while in the United States it has been a high-pressure 
racket that jangled every housewife's doorbell".~} 
From the above it would se em that Congress felt 
that disclose of financial information, enforced by a 
governmemt agency, would be adequate protection for in-
vestors. However, this seems to imply that the average 
investor is also an expert analyst, which, of course, he 
is not. This Act and that of 1934 was designed to pro-
teet the investors in new securities and the stockholders 
~~- 4 pp 58 
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of listed companies. However the fact that the finan-
cial information is available in Washington does not mean 
that prospective investors in previously issued secur-
ities are going to study and analyze it before purcha se. 
The English Act created a government body to 
scrutinize issues of securities before they were made but 
the American acts went further and gave this body the 
power to dictate accounting rules as well. This addit-
ional power granted the Securities and Exchange Commis-
sion se ems , using hindsight, to have been unwise and un-
necessary. On the one hand the Acts added prestige to 
the accountant and auditor by attaching so much import-
ance to his certificate and his work but at the same 
time they gave the Commission, established by the Acts 
of 1934, the power to tell the accountant how to do his 
work and run his profession. On the one hand it says 
his expert professional comment and study is essential 
but then implies that he is not capable of conducting 
his work in the appropriate professional manner. 
The granting of this power, if followed to 
the letter, could be a sad mistake as already evidenced 
on a minor scale. We already have one federal agency, 
namely the Bureau of Internal Revenue, who has the power 
to prescribe accounting procedures to be used for income 
t ax purposes. The purposes of the two agencies are 
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direct l y opposite. The Comr.~ission must concern itself 
with conservat ism whe reas the Bureau is primarily con-
cerned with non-improper deferral of income or accrual of 
expenses. 'rhe Bureau insists 11 Patents 11 have a seventeen 
year life for tax purposes even though worthless after 
five years. The Comm.ission would not accep t a balance 
sheet that shov,red worthless patents as as sets. The Bur-
eau is concerned primarily with the accoQnts in the in-
come statement but each account therein effects the bal-
ance sheet. 
Thus we could have a situation where the ac-
countant has different sets of rules to be followed to 
meet the requirements of various government agencies. 
The statements prepared under these circumstances would 
be a combination of the judgements of management, profes-
sional accountants and goverrunent agencies. Under the 
power granted the Commission and the Bureau of '·Internal 
·.Revenue it is conc eivable that a company would have to 
keep two sets or books to meet the requirements of each. 
This, certainly would be an unreasonable requirement to 
impose on business and a det riment rather than a help to 
investors and stockholders. 
The influence or the Commission under the var-
ious Acts it administers on the current accounting tech-
niques and reporting has been beneficial to the account-
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ing profession and the investing public . This has been 
true even though the Acts give the Commission, a possible 
non-professional body, the power to p rescribe the rules 
of operation for a specialized profession. This benefic-
ial influence is due to the manner in which the Commis-
sion has exercised this power . It has not arbitrarily 
set up a set of rules but has worked cooperatively with 
the Ame rican Institute of Accountants and has not issued 
any releases or announcements until they have been dis-
cus s ed with a special committe e of the Institute. An-
other f a ctor is that the chief accountant of the Commis-
sion and many of his aides have be en appointed from the 
profes s ional r anks. Thus a body tha t a~der the law could 
be non-professional has, to date, been profes s ional. 
The Commission, along with the various account-
ing organizations and enlightened business management 
will continue to improve accounting techniques and report-
ing as long as it operates as it has in t he past, but 
there is always the danger, under the wo1uing of the law, 
that it will become arbitrary and dictatorltal. 'rhis latter 
possibility is the one real o b jection to the Acts on the 
part of' the accounting profession. 
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